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This  dissertation  contains  three  essays  that  apply 
economic  concepts  to  franchise  law,  medical  malpractice 
insurance  law,  and  antitrust  law.   The  first  essay  examines 
the  law  and  economics  of  franchise  quality  assurance 
mechanisms  such  as  tying,  penalty  clauses,  and  termination 
agreements.   The  economic  nature  of  the  franchisor- 
franchisee  relationship  is  explained  and  the  sometimes 
divergent  interests  of  franchisors  and  franchisees  are 
illustrated.   The  essay  explains  that  certain  mechanisms  are 
effective  means  of  assuring  product  quality  through  the 
reduction  of  policing,  agency  and  transactions  costs.   The 
essay  also  demonstrates  that  these  mechanisms  are  legally 
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suspect  despite  economic  justifications  for  assuring  product 
quality.   The  essay  recommends  that  courts  and  policy  makers 
institute  reforms  in  areas  such  as  tying,  penalty  clauses, 
and  termination  agreements. 

The  second  essay  assesses  the  claim  that  the  recent 
medical  malpractice  crisis  in  Florida  is  a  result  of 
collusion  among  insurers.   The  essay  discusses  structural 
conditions  in  the  medical  malpractice  insurance  market  that 
might  permit  or  prevent  collusion.   The  essay  examines  the 
requirements  for,  and  consequences  of,  successful  collusion 
and  examines  Florida's  medical  malpractice  insurance  market 
in  an  effort  to  determine  whether  premium  increases  are 
attributable  to  high  levels  of  concentration,  barriers  to 
entry,  or  other  imperfections  in  market  structure.   The 
essay  concludes  that  collusion  among  insurers  in  Florida  is 
unlikely  and  that  regulators  should  avoid  structural 
modifications  to  existing  insurance  markets. 

The  third  essay  presents  an  economic  and  legal  critique 
of  the  essential  facility  doctrine  and  its  application  in 
the  health  care  industry.   The  doctrine  requires  the  owner 
of  an  "essential  facility"  to  provide  its  business  rivals 
with  access  to  the  facility  on  fair  terms.   The  essay 
reviews  and  critiques  the  legal  development  of  the  doctrine. 
The  essay  discusses  how  the  concepts  of  natural  monopoly, 
economies  of  scale  and  scope,  and  vertical  integration  may 
explain  the  doctrine.   The  essay  concludes  by  applying  the 


doctrine  to  hospitals,  exclusive  supply  contracts,  and  staff 
privileges.   The  essay  suggests  that  the  doctrine  should 
apply  only  where  an  "essential  facility"  exhibits  the 
characteristics  of  a  natural  monopoly  such  that  rivals 
cannot  replicate  the  facility  and  must  have  access  in  order 
to  compete. 
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CHAPTER  1 

IN  DEFENSE  OF  FRANCHISORS:  THE  LAW  AND 
ECONOMICS  OF  FRANCHISE  QUALITY  ASSURANCE  MECHANISMS 

introduction 

The  franchise  form  of  business  has  become  increasingly 

important  in  recent  years  as  an  efficient  means  of  producing 

and  distributing  products  and  services  of  uniform  quality.1 

Because  franchising  is  a  contractual  alternative  to  vertical 

integration,2  the  franchisor-franchisee  relationship  often 


1  see  U.S.  Dept.  of  Commerce.  Franchising  in  the  Economy 
1984-86,  (Jan.  1986).  Franchising  sales  of  goods  and  services 
in  1986  is  expected  to  be  $576  billion  or  approximately  15.7% 
of  GNP.  Id.  at  1.  Product  and  tradename  franchises  (such  as 
auto  &  truck  dealers,  gasoline  retailers,  soft  drink  bottlers) 
account  for  $424.5  billion  while  business  format  franchises 
(such  as  restaurants,  non-food  retailing,  personal  &  business 
services)  account  for  $151.3  billion.  Id.  at  2-3.  The  ten 
year  rate  of  growth  of  sales  is  9.5%  for  product  and  tradename 
franchises  and  12.5%  for  business  format  franchises.  The 
projected  two  year  growth  rates  for  the  period  1984-86  are 
7.1%  and  11.2%  respectively.  Consequently,  the  rate  of  growth 
of  sales  by  business  format  franchises  historically  and 
currently  outpaces  that  of  product  and  tradename  franchises. 

2  see  R.  Blair  &  D.  Kaserman.  Law  and  Economics  of 
Vertical  Control  &  Integration.  (1983).  Vertical  integration 
T^  the  result  of  a  firm's  decision  to  replace  a  market 
exchange  of  a  good  or  service  with  an  intra-firm  transfer. 
Id.  at  11.  For  example,  a  firm  replacing  its  open  market 
sales  of  its  final  product  to  distributors  with  ownership  of 
its  own  distributors  becomes  vertically  integrated.  There  are 
many  reasons  firms  decide  to  vertically  integrate  or  exercise 
vertical  controls.  The  authors  describe  franchise  agreements 
as  complex  market  adaptations  designed  to  alleviate  the 
simultaneous  opportunistic  inclinations  of  franchisors  and 


2 
has  inherent  difficulties  not  present  in  vertically 
integrated  firms.3   Specifically,  the  franchisor's  interest 
in  assuring  a  consistent  level  of  standardized  quality 
across  franchise  outlets  is  at  odds  with  franchisees' 
interests  in  maximizing  their  own  profits  by  "shirking"  on 
their  responsibility  to  provide  a  minimal  level  of 
acceptable  product  quality.4  As  a  result,  franchisors 
implement  various  quality  assurance  mechanisms  designed  to 
minimize  the  problems  associated  with  recalcitrant 
franchisees.5   The  legality  of  some  of  these  mechanisms, 
however,  is  questionable  despite  their  pro-competitive 
potential. 

This  essay  examines  the  law  and  economics  of  franchise 
quality  assurance  mechanisms.6  The  first  section  describes 


franchisees.  Id.  at  26.  One  of  the  main  reasons  for 
franchising  agreements  is  the  degree  of  control  franchisors 
can  exert  over  the  production  and  distribution  of  its 
products.  In  the  franchise  context,  the  relationship  and 
resultant  business  identity  the  participants  create  lies 
between  one  firm  and  open  market  transactions.  Rather  than 
vertically  integrate,  the  parties  bilaterally  bargain  and 
divide  the  benefits  of  their  relationship.  See  Klein, 
Crawford,  &  Alchian,  Vertical  Integration,  Appropriable  Rents, 
and  the  Contracting  Process r  21  J.  L.  &  Econ.  297  (1978) . 

3  See  generally  R.  Blair  &  D.  Kaserman.  supra  note  2 
(identifying  difficulties  in  contractual  alternatives  to 
vertical  integration) . 

4  See  infra  notes  18-46  and  accompanying  text. 

5  See  infra  notes  47-50  and  accompanying  text. 


6  The  term  mechanism  is  used  because,  in  the  literal 
sense,  franchisees  would  probably  not  consider  most  product 
quality  mechanisms  "agreeable."  The  franchisee  would 
characterize  the  product  quality  clause  in  the  franchise 


3 
the  nature  of  the  franchisor-franchisee  relationship 
focusing  on  the  parties'  sometimes  dissimilar  economic 
motivations.7  These  motivations,  to  a  great  extent,  depend 
upon  the  method  a  franchisor  uses  to  collect  revenues  from 
franchisees.   So,  the  economic  and  behavioral  impacts  of  the 
most  common  methods  of  revenue-collection  on  franchisee 
behavior  are  discussed.8  Also,  because  franchisors  and 
franchisees  share  the  intangible  asset  of  franchise 
goodwill,  free  riding  problems  result.   Franchisees  may 
attempt  to  advance  their  own  economic  interests  through 
surreptitious  reductions  in  their  costs  of  providing  the 
standardized  product.   In  this  manner,  the  franchisee 
benefits  from  the  product  demand  the  franchise  system 
generates;   however,  the  franchisee's  failure  to  maintain 
minimal  quality  levels  concurrently  erodes  the  system's 


contract  as  objectionable,  but  necessary  to  acquire  a 
franchise.  However,  such  mechanisms  are  "agreements"  in  the 
traditional  sense  because  franchisees  voluntarily  enter  such 
contracts.  In  fact,  if  there  were  no  franchisor,  franchisees 
would  have  to  create  some  agent  or  protective  association  to 
police  product  quality.  Consequently,  franchisees  ultimately 
have  to  come  to  some  agreement  to  deter  product  quality 
erosion.  See  Williamson,  Credible  Commitments:  Using  Hostages 
to  Support  Exchange.  73  Amer.  Econ.  Rev.  519,  529-30  (Sept. 
1983) .  So,  at  the  outset  it  should  be  clear  that  perceptive 
franchisors  who  recognize  the  need  for  product  quality 
assurance  in  advance  and  provide  for  it  in  franchise 
contracts,  are  not  "imposing  objectionable  ex  ante  terms  on 
unwilling  franchisees.  They  are  merely  taking  steps  to 
realize  the  full  value  of  the  franchise."   Id.  at  530. 

;   See  infra  notes  18-26  and  accompanying  text. 

8  See  infra  notes  18-46  and  accompanying  text. 


4 
overall  goodwill.9  The  section  concludes  with  an  analysis 
of  relational  contract  law  in  the  franchise  context.   The 
interactive,  ongoing  nature  of  franchise  agreements 
distinguishes  them  from  other  forms  of  business  operations 
and  has  practical  considerations  as  applied  to  product 
quality  control  agreements.10 

Next,  the  most  common  quality  assurance  mechanisms  are 
presented.11   These  include  direct  product  provision,12 
contractual  specification,13  bonding  agreements,14  and  tying 
arrangements.15  The  legal  analysis  section  follows  with  an 
evaluation  of  each  mechanism  according  to  contemporary  legal 
standards.16  The  next  section  analyzes  the  economic  effects 
of  these  mechanism  focusing  primarily  on  each's  potential 
for  reducing  policing,  agency  and  transactions  costs.17 


9  See  infra  notes  27-36  and  accompanying  text. 

10  See  infra  notes  37-46  and  accompanying  text. 

11  See  infra  notes  47-84  and  accompanying  text. 

12  See  infra  notes  47-50  and  accompanying  text. 

13  See  infra  notes  51-58  and  accompanying  text. 

14  See  infra  notes  59-67  and  accompanying  text. 

15  See  infra  notes  68-84  and  accompanying  text. 

16  See  infra  notes  85-123  and  accompanying  text. 

17  See  infra  notes  124-94  and  accompanying  text.  A  brief 
description  of  policing,  agency  and  transactions  costs  is 
necessary  at  this  stage.  For  purposes  of  this  essay,  policing 
costs  are  defined  as  franchisor  expenditures  of  time,  money 
and  effort  to  monitor  franchisee  product  quality.  These  costs 
result  because  of  the  joint  sharing  of  the  intangible  goodwill 
asset.  Transactions  costs  are  costs  of  negotiating,  drafting 


5 
Many  of  these  mechanisms  are  legally  suspect  despite 
economic  justifications  for  their  use  in  assuring  product 
quality.   In  conclusion,  this  essay  recommends  that  courts 
and  policy  makers  institute  reforms  in  areas  such  as  tying, 
penalty  clauses,  and  termination  agreements  by  more 
carefully  considering  the  economic  benefits  of  these  quality 
assurance  mechanisms  as  elements  of  the  overall  franchise 
agreement . 


and  enforcing  contracts  between  parties.  These  costs  occur  in 
all  contractual  relations  and  are  borne  by  both  parties. 

Agency  costs  are  expenditures  resulting  from  the 
principal-agent  relationship  including  monitoring  expenditures 
by  the  principal,  bonding  expenditures  by  the  agent,  and 
residual  loss.  Jensen  &  Meckling,  Theory  of  the  Firm; 
Managerial  Behavior,  Aaencv  Costs  and  Ownership  Structure.  3 
J.  Fin.  Econ.  305,  308  (1976).  These  monitoring  expenditures 
differ  from  the  policing  costs  described  above  because  they 
result  from  the  divergent  goals  of  the  principal  and  agent. 
The  principal  can  limit  divergence  from  his  interest  by 
establishing  incentives  for  the  agent  and  monitoring  the 
agent's  potentially  aberrant  activity.  Id.  The  costs  of  this 
scheme  are  part  of  the  costs  of  dealing  with  the  principal- 
agent  problem.  Bonding  expenditures  are  costs  the  agent 
incurs  to  guarantee  that  he  will  not  take  actions  harmful  to 
the  principal  or  to  ensure  the  principal  is  compensated  upon 
such  actions.  Id.  Examples  are  penalty  clauses,  firm-specific 
capital  investments,  and  franchise  fees.  See  infra  notes  142- 
72  and  accompanying  text.  Because  it  is  generally  impossible 
for  any  contractual  arrangement  to  costlessly  ensure  an  agent 
will  always  act  in  the  principal's  best  interest,  there  will 
be  some  divergence  between  the  agent's  action  and  the  action 
that  would  maximize  the  welfare  of  the  principal.  The  dollar 
equivalent  of  this  loss  in  welfare  is  the  residual  loss. 
Jensen  &  Meckling,  supra,  at  3  08. 


6 
Franchisee-Franchisor  Relationships 
Franchise  Contracts  and  Divergent  Goals 

Franchisors  typically  generate  their  revenues  from  a 
combination  of  fixed  lump  sum  fees  and  percentage  royalties 
on  franchisee's  sales.18  Franchise  contracts  generally 
require  franchisees  to  also  contribute  a  particular 
percentage  of  sales  for  advertising  expenses.   Under  these 
types  of  agreements  a  franchisor's  primary  objective  is 
maximizing  the  level  of  sales  by  franchisees.   The 
franchisee's  objective,  however,  is  to  maximize  its  own 
profits.   This  objective  is  not  necessarily  linked  to  sales 
revenue  maximization.   In  fact,  economic  theory  suggests 
otherwise. 

The  economic  explanation  of  franchisee  behavior  is 
based  on  the  nature  of  the  franchisor-franchisee 


18  See  Blair  &  Kaserman,  Optimal  Franchising.  49  So. 
Econ.  J.  494  (1982);  R.  Blair  &  D.  Kaserman.  supra  note  2  at 
170-71.  See  also  Mathewson  &  Winter,  The  Economics  of 
Franchise  Contracts.  28  J.  L.  &  Econ.  503,  503  (1985).  The 
authors  state: 

In  contrast  to  conventional  market  exchange,  franchise 
contracts  typically  impose  on  franchisees  retail  quality 
standards,  common  hours  of  business,  price  controls,  and 
nonlinear  payment  schedules  (for  example,  fixed  initial 
royalty  fees  plus  a  percentage  of  gross  retail  revenues) , 
while  franchisors  typically  provide  national  advertising 
and  training  programs,  monitor  and  inspect  the 
franchisees'  performance  (with  varying  intensity  across 
industries)  ,  and  hold  the  residual  power  to  terminate  the 
franchise  agreement. 
Id. 


7 
relationship.19  Most  franchise  contracts  exist  as 
substitutes  for  vertical  integration  primarily  because 
franchisors  cannot  bear  the  financial  burden  of  creating 
their  own  distribution  systems.   But,  franchisors  want  to 
maintain  the  greatest  degree  of  control  possible  over 
franchisees'  actions.   So,  a  franchisor  engages  franchisees 
to  perform  services  on  its  behalf;   this  strategy  involves 
delegating  at  least  some  decision-making  authority  to  the 
franchisees.20  Because  both  parties  to  the  relationship 
have  their  own  incentives  and  goals,  there  is  reason  to 
expect  that  the  franchisee  will  not  always  act  in  the  best 


19 


The  franchisor-franchisee  relationship  resembles  the 
principal-agent  relationship  in  many  ways.  Though  the  legal 
conception  of  the  principal-agent  relationship  is  more  limited 
than  the  economic  concept,  there  is  a  considerable  amount  of 
analytical  overlap  between  them.  Both  concepts  involve  the 
agent  choosing  alternative  actions  that  affects  the  welfare  of 
both  the  principal  and  agent.  The  principal  specifies  the 
parameters  of  agency  discretion  and  the  payoffs  for  the 
agent's  performance.  See  Arrow,  The  Economics  of  Agency. 
Tech.  Report  No.  451,  Institute  for  Mathematical  Studies  in 
the  Social  Sciences.  Stanford  Univ..  (Oct.  1984) .  This 
element  of  the  principal's  control  over  the  agent's  actions 
and  payoffs  sets  the  analytical  foundation  of  both  concepts. 
For  example,  the  franchisee  may  not  technically  be  the 
principal's  legal  agent  though  the  franchisor  legally  controls 
much  of  the  franchisee's  discretionary  authority.  In  such  a 
case,  the  economic  principal-agent  model  provides  a  valuable 
descriptive  model  for  analyzing  the  franchisee's  behavior. 
See  also  Rubin,  The  Theory  of  the  Firm  and  the  Structure  of 
the  Franchise  Contract .  21  J.L.  &  Econ  223,  225  (1978) 
("definition  of  franchisee  as  a  separate  firm,  rather  than  as 
part  of  franchisor,  is  a  legal  and  not  an  economic 
distinction") . 

20  Jensen  &  Meckling,  supra  note  17  at  3  08. 


8 
interests  of  the  franchisor.21  For  example,  with  sales 
revenue  royalties,  a  franchisee  receives  only  a  portion  of 
the  revenues  it  generates.   But,  for  each  additional  dollar 
of  franchisee  sales,  the  franchisee  incurs  additional  costs. 
At  some  point,  these  incremental  costs  exceed  the 
incremental  net  revenues  the  franchisee  receives.22  The 
franchisor,  however,  would  prefer  the  franchisee  continue 
expanding  output  because  the  franchisor  receives  a 
percentage  of  the  benefits  but  incurs  no  costs.23 

This  pursuit  of  sales  revenue  maximization  results  in 
an  output  level  above  that  of  the  profit  maximizing  firm. 
The  intuition  underlying  this  statement  is  straightforward: 
sales  revenue  maximization  myopically  neglects  the 
production  and  operating  costs  of  expanding  output.   Figures 
1.1  and  1.2  demonstrate  this  concept. 


21  Id.  This  problem  manifests  itself  in  many  other 
contexts  and  is  the  central  dilemma  encountered  in  any 
delegation  of  authority.  See,  e.g.  K.  Davis.  Discretionary 
Justice.  15-21  (1969).  One  of  the  author's  major  theses  is 
that  the  degree  of  discretion  given  to  governmental  agencies 
is  too  great.  He  posits  that  rules  would  govern  and  guide  the 
exercise  of  unbridled  discretion  but  " [t]he  problem  is  not 
merely  to  choose  between  rules  and  discretion  but  is  to  find 
the  optimum  point  on  the  rule-to-discretion  scale."  Id.  at 
15.  In  the  context  of  the  private  sector,  a  similar  problem 
exists.  This  tradeoff  between  steadfast  rules  and  discretion 
is  evident  in  the  formation  of  franchise  agreements 
particularly  in  penalty  and  termination  clauses.  See  infra 
notes  85-98,  112-23  and  accompanying  text. 

22  See  R.  Blair  &  L.  Kenny.  Microeconomics  for  Managerial 
Decisionmaking  414  (1983)  . 

23  Id. 


Where  TC  =  Total  cost  of  production 
TR  =  Total  revenue  function 
P  =  Profit  Function 
Q  =  Quantity  of  good  X 


Figure  1.1  Revenues  and  costs  with  and  without  royalty. 


Under  typical  assumptions,  Figure  1.1  is  representative  of 
many  firms'  production  and  cost  functions.   The  total 
revenue  function  is  increasing  but  at  some  point  reaches  a 
maximum.   It  is  this  point,  at  output  Q0,  where  sales 
revenues  are  maximized.   Profits,  however,  are  maximized  at 
the  output  level  where  the  difference  between  total  revenue 
and  total  cost  is  the  greatest  (output  level  Q,)  . 
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Where  MR,  =  Marginal  revenue  (from  TRJ 

MR,  =  Marginal  revenue  to  franchisee  =  MR,  *  (1-r) 
MC  =  Marginal  production  costs 

Figure  1.2.  Marginal  revenue  and  marginal  cost. 


Figure  1.2  depicts  the  marginal  revenue  and  marginal  cost 
functions  derived  from  the  total  revenue  and  cost  functions 
in  Figure  1.1.   In  a  situation  where  a  franchisor  collects  a 
royalty  on  sales  revenues,  the  franchisee's  total  revenue 
function  will  be  TR,  =  TR  *  (1  -  r)  where  r  =  royalty  rate. 
As  a  consequence,  the  franchisee's  profit-maximizing  output 
is  even  further  reduced.   Instead  of  producing  at  output  Q,, 
the  franchisee  will  produce  at  the  point  where  marginal 
revenue  (MRj)  equals  marginal  cost  at  output  equal  to  Q2. 

Increases  in  output  without  regard  to  additional  costs 
incurred  results  in  a  movement  away  from  the  firm's  profit 
maximizing  output.24  The  additional  output  above  the  point 
of  profit-maximization  reduces  total  profits  because  the 


24  The  profit  maximizing  output  is  Q,  which  is  less  than 
the  revenue  maximizing  output  Qq. 
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marginal  costs  of  production  exceed  marginal  revenue.   A 
franchisor  encouraging  sales  revenue  maximization  implicitly 
requires  franchisees  to  forego  at  least  some  of  their 
profits  by  increasing  their  sales  above  the  point  of  profit- 
maximizing  production.25  For  this  reason,  it  is  not 
surprising  that  franchisors  and  franchisees  favor  different 
managerial  goals  regarding  the  level  of  output.   The  next 
section  explains  how  these  motivational  differences  are 
exacerbated  by  the  joint  sharing  of  the  intangible  asset, 
franchise  goodwill. 

Intangible  Assets  and  the  Free  Rider  Problem 

The  success  of  both  business-format  and  product 
franchises  relies  upon  the  development  and  maintenance  of 
consumer  demand  and  goodwill  for  the  franchised  product  or 
service.26  The  franchisor-franchisee  relationship  is  based 
to  a  great  degree  on  the  benefits  from  the  mutual  sharing  of 
this  joint  resource.27  Maintenance  of  the  shared  asset  is 
accomplished  by  generating  demand  for  the  product  through 
marketing  and  product  quality  systems.   In  either  type  of 
franchise,  the  franchisor  generally  provides  national  or 


25  The  franchisee  forgoes  profits  by  operating  at  output 
level  Qo  and  the  franchisor  receives  (TRq  -  TR^r  where  r  = 
percentage  royalty  on  sales. 

26  Mathewson  &  Winter,  supra  note  18  at  504-05. 

27  Caves  &  Murphy,  Franchising;  Firms.  Markets,  and 
Intangible  Assets.  42  W.  Econ.  J.  572  (1976). 
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regional  marketing  and  advertising  assistance  to  the 
franchisees  in  return  for  a  royalty  on  franchisee  sales. 
Though  the  local  franchisees  may  be  willing  and  authorized 
to  provide  local  advertising  and  marketing,  a  franchisor 
primarily  develops  the  franchise's  reputation  through  this 
national  or  regional  advertising.28  This  reputational  asset 
is  jointly  shared  by  the  franchisor  and  all  franchisees  and 
is,  oftentimes,  based  upon  a  standardized  franchise  format 
or  formula  that  consumer's  recognize  as  representing  a 
particular  type  and  quality  of  product  or  service. 

Because  franchisors  cannot  precisely  control  which 
franchisees  receive  benefits  from  the  creation  of  national 
or  regional  goodwill,  franchisees  have  an  incentive  to 
accept  the  benefits  of  goodwill  without  contributing  to  the 
costs.   In  essence,  the  franchisees  receive  a  "public 
good".29  The  national  or  regional  marketing  program  creates 


general,  business  format  franchising  occurs  when  the  minimum- 
cost  output  in  advertising  exceeds  the  minimum-cost  output  in 
production.  So,  the  organizational  structure  of  a  franchise 
includes  one  firm  (the  franchisor)  exploiting  advertising 
economies  of  scale  while  several  others  (the  franchisees) 
produce  the  product  locally.   Id.  at  362. 

29  A  public  good,  often  termed  a  demand  externality,  is 
one  which  has  two  properties:  (1)  nonexcludability  and  (2) 
nonrivalry  in  consumption.  A  nonexcludable  good  is  one  from 
which  it  is  impossible  (or  extremely  costly)  to  prevent 
consumers  or  producers  consuming  or  using  in  production  a 
given  unit  of  the  commodity.  National  advertising  and 
marketing  programs  are  examples  of  nonexcludable  goods.  It  is 
impossible  or  exceedingly  costly  to  prevent  a  local  franchisee 
from  the  benefits  of  such  a  program.  A  nonrival  good  is  one 
whose  consumption  by  one  consumer  or  producer  does  not 
diminish  the  amount  of  the  good  other  may  consume.    For 
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an  intangible  asset,  goodwill,  from  which  each  franchisee 
cannot  be  precluded.   For  example,  a  franchise  advertisement 
on  a  nationally  broadcasted  television  network  provides 
benefits  all  franchisees  share;   only  a  local  blackout  of 
the  advertisement  would  significantly  reduce  the  benefits  a 
particular  franchisee  receives.30 

The  creation  of  this  shared  asset  creates  a  "free 
rider"  problem.   Each  franchisee  will  have  an  incentive  to 
"free  ride"  on  the  demand  the  franchisor  and  other  non- 
shirking  franchisees  create  for  the  franchised  product.31 
The  resulting  incentive  is  for  franchisees  to  decrease  their 
operating  costs  by  reducing  the  level  of  product  or  service 
quality  below  franchise  standards.32  These  cheating 
franchisees  "free  ride"  on  the  goodwill  the  franchisor  and 


example,  two  or  more  franchisees  can  simultaneously  benefit 
from  "consuming"  a  single  "unit"  of  national  advertising.  See 
R.  Russell  &  M.  Wilkinson.  Microeconomics.  373-75  (1979)  . 

30  The  benefits  to  a  franchisee  of  national  or  regional 
advertising  is  reduced  to  the  extent  the  franchisee  relies 
upon  repeat  business.  For  example,  a  fast-food  franchise 
located  along  a  busy  interstate  relies  upon  such  advertising 
more  than  a  franchise  located  near  a  moderately  populated 
university  location.  The  interstate  location  dictates  fewer 
repeat  sales  than  the  university  location. 

31  See  Klein  &  Saft,  The  Law  and  Economics  of  Franchise 
Tvina  Contracts.  28  J.  L.  Econ.  345,  349  (1985). 

32  Id.  at  350-51.  See  also  Akerlof,  The  Market  for 
"Lemons";  Quality  Uncertainty  and  the  Market  Mechanism.  84 
O.J.  Econ.  488  (1970).  If  the  quality  of  the  product  is 
observable  before  purchase,  the  incentive  to  reduce  quality  is 
diminished.  Consequently,  the  analytics  governing  search 
goods  versus  experience  goods  are  dissimilar.  See  infra  notes 
140-42  and  accompanying  text  describing  search,  experience  and 
credence  goods. 


14 
conforming  franchisees  create  among  consumers33  while 
concurrently  reducing  their  costs  through  lower  concealed 
levels  of  product  quality.34  In  this  manner,  the  franchisee 
increases  its  own  profits  but  potentially  erodes  the  shared 
goodwill  asset.35  However,  the  franchisee's  actions  are 
somewhat  short-sighted  because  it  is  the  franchise  system 
that  ultimately  is  harmed;  as  part  of  the  system  the 
franchisee  is  injured  also.36 

As  a  consequence,  there  is  a  divergence  between  the 
motivational  goals  of  the  franchisor  and  the  franchisee. 


33  See  Mathewson  &  Winter,  supra  note  18,  at  506.  Two 
externalities  result  when  a  franchisor  creates  a  brand  name 
through  national  advertising.  The  first,  termed  a  vertical 
externality,  is  when  franchisees  free-ride  on  the  national 
brand  name.  The  second,  termed  a  horizontal  externality, 
results  when  a  franchisee  free  rides  on  the  local  quality  of 
other  franchisee's.  Id.  See,  e.g. ,  Kentucky  Fried  Chicken 
Corp.  v.  Diversified  Packaging  Corp.,  549  F.2d  368  (5th  Cir. 
1977) .  In  an  antitrust  action  based  upon  an  illegal  supplier 
system,  the  court  stated  "individual  franchisees,  after  all, 
may  increase  profits  by  utilizing  inferior  supplies  while 
continuing  to  attract  customers  because  of  the  reputation 
established  and  maintained  by  other  franchisees  who  conform  to 
the  quality  standards."   Id.  at  381,  n.12. 

34  To  a  certain  degree,  this  incentive  exists  independent 
of  the  free-rider  problem.  Under  basic  principal-agent 
situations,  the  agent  has  a  general  incentive  to  "shirk"  on 
obligations  because  the  agent's  motivations  do  not  precisely 
correspond  to  the  principal.  So,  the  potential  to  free-ride 
on  the  goodwill  generated  by  non-shirking  franchisees  greatly 
increases  this  incentive. 

35  See  Williamson,  supra  note  6,  at  529.  "  [S]ince  the 
costs  savings  that  result  from  local  quality  debasement  accrue 
to  the  local  operator  while  the  adverse  demand  effects  are 
diffused  throughout  the  system,  suppliers  now  have  an 
incentive  to  free  ride  off  the  reputation  of  the  system. "  Id. 

36  Id.  at  530. 
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Because  the  franchisee  finds  it  in  its  interest  to  diminish 
and  conceal  product  quality,  the  franchisor  will  necessarily 
institute  some  mechanisms  assuring  franchisees  maintain 
minimal  levels  of  product  quality.   These  mechanisms  are 
oftentimes  legally  suspect  because  they  restrain  the 
economic  freedom  of  the  franchisee.   By  their  very  nature, 
mechanisms  assuring  franchisee  product  quality  eliminate 
various  decision-making  options  the  franchisee  may  otherwise 
desire.   However,  these  contractually  imposed  mechanisms  are 
integral  parts  of  the  overall  franchise  agreement.   The 
maintenance  of  consumer  goodwill  is  the  raison  d'etre  for 
quality  control  mechanisms;   franchises  without  strictly 
enforced  quality  standards  will  suffer  in  the  competitive 
marketplace.   As  the  next  section  explains,  the  distinctive 
nature  of  franchise  contracts  is  critical  to  properly  assess 
the  usefulness  of  product  quality  assurance  mechanisms. 

Relational  Contract  Theory  and  Franchising 

Because  franchise  relationships  are  contractually- 
based,  it  is  instructive  to  examine  the  idiosyncracies  of 
franchise  quality  control  arrangements  relative  to  contract 
law  theory.   For  example,  because  many  quality  control 
mechanisms  are  based  upon  ongoing,  interactive  franchise 
relationships  they  are  dissimilar  from  discrete  sales 
contracts  where  parties  merely  engage  in  autonomous 
exchange.   This  difference  affects  the  manner  in  which 
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franchisors  implement,  and  courts  construe,  product  quality 
agreements.   Recognition  of  the  distinctions  between  various 
contractual  arrangements  has  resulted  in  two  major 
descriptive  theories  of  contractual  relationships:  classical 
contracting  and  relational  contracting. 

Under  classical  contract  theory,  parties  are  presumed 
to  completely  specify  all  the  risks  of  future  contingencies 
arising  from  their  contracts.37  This  presumption  is  founded 
upon  the  prerequisite  that  parties  have  full  information 
regarding  the  material  aspects  of  the  subject  of  their 
contract.   Upon  the  occurrence  of  a  breach  or  other 
contingency,  the  parties  turn  to  their  agreement  to 
determine  who  bears  the  risk  of  the  breach.   If  their 
agreement  is  silent  on  the  contingency,  common  law  or 
statutory  principles  fill  the  gaps.38  So,  parties  draft 


See  Williamson,  Transaction-Cost  Economics:  The 
Governance  of  Contractual  Relations.  22  J.  L.  &  Econ.  233, 
236-37  (1979) .  The  classical  theory  of  contract  law  views 
contracts  as  discrete  events  rather  than  evolving 
relationships.  In  like  manner,  the  theory  focuses  on 
"presentiation"  as  the  present  realization  and  specification 
of  all  future  contingencies.  Id..  The  economic  phrase 
descriptive  of  the  classical  approach  is  "contingent-claims 
contracting"  which  involves  comprehensive  agreements 
accounting  for  risks  of  all  future  events  without  regard  to 
their  probability  of  occurrence  or  distance  in  the  future. 
Id.  at  236. 

38  The  role  of  the  legal  regulation  of  contractual  terms 
has  an  economic  foundation.  "[C]ontract  rules  serve  as 
standard  or  common  risk  allocations  that  can  be  varied  by  the 
individual  agreement  of  particular  parties.  These  rules  serve 
the  important  purpose  of  saving  most  bargainers  the  cost  of 
negotiating  a  tailor-made  arrangement.  If  the  basic  risk 
allocation  provided  by  a  legal  rule  fails  to  suit  the  purposes 
of  particular  parties,  then  bargainers  are  free  to  negotiate 
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their  agreements  explicitly  allocating  all  risks  especially 
those  that  vary  from  the  common  law  standards. 

This  conception  of  completely  specified  contracts  does 
not  accord  with  the  types  of  contracts  used  in  highly 
interactive  contractual  arrangements.39  For  many 
relationships,  completely  specified  contracts  are  not 
feasible  because  the  continuing  long  term  relationship  of 
the  parties  makes  future  contingencies  uncertain  or 
particularly  difficult  to  specify.   Consequently,  parties 
will  seek  other  contractual  arrangements,  termed  relational 
contracts,  to  satisfy  their  mutual  goals. 

Relational  contracts  are  characterized  by  parties' 
inabilities  to  reduce  important  terms  of  their  agreement 
into  well-defined  obligations.40  In  the  franchise  context, 
it  is  difficult  for  parties  to  precisely  specify  certain 
obligations  such  as  the  level  of  effort  a  franchisee  must 


an  alternative  allocation  of  risks."  Goetz  &  Scott, 
Principles  of  Relational  Contracts.  67  Va.  L.  Rev.  1089,  1090 
(1981). 

39  See  generally  Macaulay,  Non-Contractual  Relations  in 
Business.  28  Am.  Soc.  Rev.  55  (1963)  (study  indicating 
businessmen  rely  less  on  making  agreements  understandable 
rather  than  forming  complete  contingent  contracts) ;  see  also 
Goetz  &  Scott,  supra  note  38  at  1090-91. 

40  Goetz  &  Scott,  supra  note  38  at  1091.  "Such 
definitive  obligations  may  be  impractical  because  of  inability 
to  identify  uncertain  future  conditions  or  because  of 
inability  to  characterize  complex  adaptations  adequately  even 
when  the  contingencies  themselves  can  be  identified  in 
advance."   Id. 
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exert  in  promoting  sales.41  Many  franchise  quality 
assurance  agreements  fall  into  this  relational  contract 
category.   Rather  than  concrete  standards,  franchise 
contracts  often  have  language  such  as  "best  efforts", 
"reasonable  efforts",  or  "good  faith"  to  describe  the 
standard  of  performance  expected.42  This  lack  of  precision 
in  the  franchise  agreement  creates  the  potential  for 
litigation  when  the  parties  differ  over  contractual  obligations.43 


41  See  Mathewson  &  Winter,  supra  note  18,  at  503.  The 
authors  note  "[a]s  an  organizational  arrangement,  the 
franchise  contract  lies  between  anonymous  price-mediated 
exchange  and  centralized  intra-firm  employment."  Id.  See 
also  Goetz  &  Scott,  supra  note  38  at  1100.  The  authors  find 
that  there  is  a  subset  of  relational  contracts,  termed 
sequential  contingent  contracts,  that  deal  with  methods  of 
handling  the  uncertainty  and  complexity  of  negotiations.  The 
parties  agree  to  a  sequence  of  increasingly  specific  short 
term  contracts  rather  than  one  long  term  contract.  Id.  A 
series  of  short  term  contracts,  in  some  contexts,  better 
allocates  risks  by  allowing  parties  to  recontract  in  future 
periods  based  upon  increased  experience  and  information.  Id. 

42  For  an  economic  definition  of  "good  faith"  see  Goetz 
&  Scott,  supra  note  38  at  1139.  "Good  faith  is  best  conceived 
as  a  rule  for  policing  cheating  on  the  terms  of  the  contract 
or  other  opportunistic  behavior  designed  to  redistribute  risks 
already  allocated  by  the  agreement."   Id. 

43  See,  e.g.  .  Bloor  v.  Falstaff  Brewing  Corp.,  454  F. 
Supp.  258  (S.D.N.Y.  1978)  aff 'd.  601  F.2d  609  (2d  Cir.  1979). 
Bloor,  a  trustee  in  bankruptcy  for  Ballantine  Beer,  sued 
Falstaff  alleging  a  breach  of  contract.  Falstaff  had 
purchased  the  Ballantine  brand  for  $4  million  plus  a  fifty 
percent  royalty  per  barrel  and  also  agreed  to  "use  its  best 
efforts  to  promote  and  maintain  a  high  volume  of  sales."  454 
F.  Supp.  at  260.  The  court  found  Falstaff  had  failed  to  act 
as  an  "average,  prudent,  comparable  brewer"  would  have  given 
Falstaff 's  capabilities.  Id.  at  272.  One  motivating  factor 
for  Falstaff 's  failure  to  adequately  promote  the  Ballantine 
brand  was  the  fact  Ballantine  and  Falstaff  beer  were  identical 
but  Falstaff  produced  more  profit  because  it  was  a  "premium" 
beer.  However,  the  court  held  that  Falstaff 's  marketing 
policies,  though  treating  both  brands  equally,  were  improper 
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Product  quality  agreements  which  are  relational  in 
nature  necessarily  inject  the  element  of  materiality  into 
disputes  over  parties  respective  obligations.44  Under 
complete  contingent  contracting,  a  franchisor  specifies  a 
definitive  formula  and  standards  for  the  production  of  the 
franchised  good  or  service.   Termination  and  damage  clauses 
specify  the  precise  procedures  and  sanctions  franchisees 
incur  should  franchisors  detect  particular  deviations  from 
the  standards.   The  fundamental  assumption  of  this  type  of 
contractual  relationship  is  parties  being  perfectly  informed 
of  contractual  obligations  and  penalties  for  the  breach  of 
such  duties.   Consequently,  the  materiality  of  the  breach 
does  not  matter;  if  a  breach  occurs,  there  is  a  specified 
remedy  the  parties  must  follow.   However,  relational 
contract  standards  are  more  indefinite.   They  require 
parties  to  interact  to  a  greater  degree  in  those  situations 
where  the  standard  of  conduct  is  vague  and  the  materiality 
of  the  breach  questionable.   For  example,  product  quality 
clauses  may  be  difficult  to  draft  with  enough  specificity 


because  Falstaff  s  duties  regarding  its  own  beer  were  to  its 
shareholders  but  its  duties  in  promoting  Ballantine  were 
contractually  to  the  plaintiff.   Id.  at  276-77. 

44  See  Goetz  &  Scott,  supra  note  38  at  1139.  The  risks 
of  opportunistic  behavior  violating  contractual  "good  faith" 
clauses  is  "heightened  measurably  when  relational  contractors 
agree  to  a  unilateral  right  of  termination."  Id.  "[B]roadly 
conceived  termination  authority  is  an  invitation  to  the 
principal  to  engage  in  opportunistic  behavior  at  the  expense 
of  the  terminated  agent."   Id. 
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for  a  court  to  fully  understand  and  enforce  them.45 
Consequently,  the  distinctions  between  the  classical 
contract  and  relational  contract  theories  have  practical 
implications  as  applied  to  franchise  quality  agreements.46 

This  outline  of  the  basic  motivational  difficulties  and 
contractual  foundations  underlying  franchise  agreements 
provides  the  analytical  underpinnings  necessary  to  evaluate 
the  usefulness  of  various  quality  assurance  mechanisms. 
Because  of  the  noncongruence  between  franchisee  and 
franchisor  goals,  the  method  of  product  quality  maintenance 
becomes  critical  to  the  long  term  health  of  a  franchise 
system.   A  mechanism  that  compels  minimum  quality  standards 
increases  the  competitive  strength  of  an  entire  franchise 
network.   Independent  of  other  contractual  requirements, 
particular  quality  control  mechanisms  may  appear  harsh  and 
occasionally  inequitable.   However,  given  the  discordant 
objectives  that  drive  franchisees  to  spurn  their  duties  to 
maintain  product  quality,  franchisors  need  an  adaptable  and 
potent  collection  of  quality  control  devices.   The  next 


45  See  Muris,  Opportunistic  Behavior  and  the  Law  of 
Contracts,  65  Minn.  L.  Rev.  521,  575  (1981).  The  author 
suggests  that  terminable  at  will  clauses  provide  an  attractive 
alternative  to  extensive  quality  assurance  agreements.  Id.  at 
575-580. 

46  As  these  agreements  become  less  well-defined,  the 
greater  a  court  or  arbiter  will  emphasize  the  materiality 
factor.  See  infra  note  114  discussing  judicially  imposed 
remedies  in  termination  cases.  See,  e.g. .  Lippo  v.  Mobil  Oil 
Corp.,  776  F.2d  706  (7th  Cir.  1985) (franchisee' s  misbranding 
of  gasoline  within  class  of  offenses  under  franchise 
contract's  10  day  cure  provision) . 
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section  examines  and  describes  these  primary  methods  of 
assuring  product  quality. 

Quality  Assurance  Mechanisms 
Direct  Sale  of  Product 

The  most  obvious  method  of  assuring  product  quality  is 
the  franchisor's  direct  sale  of  final  products  to  the 
franchisee.   In  this  way,  the  franchisor  is  assured  the 
franchisee  sells  a  product  conforming  to  a  particular 
quality  level.47  This  arrangement  also  allows  the 
franchisor  to  directly  monitor  franchisee  sales.   For 
example,  a  shoe  franchisor  directly  selling  its  products  to 
its  franchisees  ensures  that  the  franchisee  is  not 
substituting  a  potentially  inferior  product;   in  addition, 
the  franchisor  can  account  for  any  discrepancies  between 
reported  and  actual  sales  by  the  franchisees.48 

Often,  the  franchise  cannot  economically  provide 
franchisees  with  finished  products  for  distribution.   In 


47  See,  e.g.  .  Susser  v.  Carvel  Corp.,  332  F.2d  505  (2d 
Cir.  1964) .  The  court  in  Susser  accepted  the  franchisor's 
product  quality  defense  to  a  tying  of  ice  cream  purchases  to 
the  trademark  license.  The  decision  was  based  on  the 
difficulty  of  contractually  specifying  "the  desired  texture 
and  taste  of  an  ice  cream  cone  or  sundae."   Id.  at  520. 

48  Franchisors  who  collect  royalties  on  gross  sales 
benefit  from  this  type  of  monitoring  because  the  actual  sales 
information  is  useful  in  verifying  reported  sales.  Variations 
of  actual  from  reported  would  possibly  signal  franchisee  non- 
compliance with  the  franchise  agreement.  In  addition,  the 
information  is  useful  in  other  areas  such  a  inventory,  sales 
projections,  etc. 
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some  industries,  the  economies  of  scale  in  producing  the 
franchised  product  are  much  greater  in  marketing  than  in 
production.49  Many  times  the  economies  of  scale  in 
production  are  such  that  local  production  of  the  franchise 
product  is  more  cost-efficient  than  national  production.50 
As  a  conseguence,  franchises  may  turn  to  contractual  methods 
of  assuring  product  guality. 

Contractual  Specification 

One  widely  used  method  of  product  guality  assurance  is 
the  franchisor  to  contractually  specifying  the  formulation 
of  products  or  services.   Franchisees,  or  intermediate 
producers,  construct  the  final  product  in  accordance  with 
the  franchisor's  specifications.   The  formula  may  take 
several  forms  and  provide  for  varying  levels  of  franchisee 
effort  and  discretion.   In  addition,  the  franchisor  may 
reguire  certain  inputs  be  purchased  from  the  franchisor51  or 
from  other  designated  sources.52 


49  See  R.  Blair  &  L.  Kenny,  supra  note  22,  at  360-62. 

50  Id.  The  authors  state  "  [t]he  profitability  of  a 
franchise  will  depend  on  the  scale  economies  of  in  advertising 
and  in  production.  Products  where  the  minimum-cost  levels  of 
production  are  low  (e.g.,  locally  produced  products)  are 
likely  candidates  for  franchises."   Id.  at  362. 

51  See  infra  notes  68-82  and  accompanying  text  discussing 
tying  arrangements. 

52  See  infra  notes  57-58  and  accompanying  text  discussing 
supplier  systems. 
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This  manner  of  product  quality  assurance  inherently 
affords  the  franchisee  a  degree  of  discretion  unavailable 
under  direct  provision.   Because  the  franchisee  exercises 
some  control  over  the  production  of  the  final  commodity,  the 
possibility  of  a  franchisee  violating  the  franchisor's 
contractual  formulation  exists.   The  typical  instance  would 
be  a  franchisee  utilizing  a  cheaper  substitute  input  in  the 
production  process  in  order  to  decrease  its  production 
costs.53  Consequently,  the  franchisee  can  abuse  its 
discretion;   however,  such  abuse  may  result  in  a 
franchisor's  action  to  terminate  the  franchisee  for  breach 
of  contract.54 

A  contractually  specified  franchise  formula  will 
necessarily  require  occasional  franchisor  monitoring  of 
franchisee's  operations  and  production  processes.   Consumers 
of  the  franchise  product  implicitly  rely  upon  the  franchisor 
to  police  and  control  product  quality.   Inattentive 
franchisors  will  face  marketplace  sanctions  if  they 
inadequately  perform  their  quality  control  responsibilities. 


53  The  franchisee  may  reduce  costs  in  other  ways  as  well. 
For  example,  it  can  cut  maintenance  costs  by  providing 
substandard  sanitation  and  health  related  services.  See,  e.g. 
Bonanza  Intl.,  Inc.  v.  Restaurant  Mgmt.  Consultants,  Inc.,  625 
F.  Supp.  1431  (E.D.  La.  1986)  (failure  to  comply  with 
sanitation  and  cleanliness  standard,  inter  alia,  justified 
automatic  termination) .  Additional  examples  include  avoiding 
expenditures  on  new  products,  and  reducing  product  promotion 
expenses.  Even  the  failure  to  maintain  adequate  lighting  in 
and  around  a  franchise  facility  reduces  the  franchisee's 
production  costs. 

54  See  infra  notes  112-22  and  accompanying  text. 


24 
The  demand  for  their  products  will  fall  as  consumers 
consistently  encounter  shirking  franchisees. 

The  franchisor's  primary  monitoring  method  is  direct 
inspection  of  franchisees'  production  procedures  and  their 
final  product  quality.  The  franchisor  develops  and 
institutes  a  methodology  for  monitoring  and  detecting 
violations  of  contractually  imposed  quality  standards.   The 
sanctions  for  violations  may  be  monetary,  reputational,  or 
others  such  as  termination.   This  system  of  policing  product 
quality  imposes  costs  upon  the  franchisor.55  However,  the 
franchisor  expects  to  directly  benefit  from  the  investment 
in  policing  costs  in  a  number  of  ways.   First,  the  system 
preserves  the  value  of  the  franchise's  goodwill  by  meeting 
consumer's  expectations  respecting  product  quality.   The 
franchisor  benefits  by  avoiding  a  decline  in  product  demand 
due  to  consumer  dissatisfaction.   Second,  the  policing 
system  affects  franchisee  behavior.   Because  of  the  threat 
of  sanctions,  franchisee's  must  now  consider  the  possibility 
of  reduced  profits  for  detected  breaches  of  the  franchise 
agreement.   Consequently,  franchisees  will  devote  greater 
levels  of  effort  to  avoid  the  sanctions.   The  franchisee  can 


55  Policing  costs  include:  (1)  direct  inspection  costs 
including  salaries  and  travel;  (2)  product  testing  costs;  and 
(3)  administrative. 


25 
avoid  the  sanctions  by  either  avoiding  detection  or 
complying  with  quality  standards.56 

Another  way  franchisors  assure  product  quality  is 
through  the  creation  of  a  system  of  approved  suppliers. 
Franchisors  may  require  that  certain  inputs  in  the 
production  of  the  final  product  be  of  particular  grades  or 
qualities.   Instead  of  direct  monitoring  of  every  franchisee 
to  ensure  compliance  with  product  input  quality  standards, 
the  franchise  agreement  may  require  franchisees  to  purchase 
supplies  from  a  list  of  approved  sellers  and  provide 
documentation  of  such  purchases  to  the  franchisor.   In  this 
manner,  franchisee  compliance  with  product  standards  is 
achieved. 

This  method  of  quality  assurance,  however,  is  not 
without  pitfalls.   Thouqh  the  free  rider  problem  is  reduced 
to  a  great  extent  at  the  franchisee  level,  a  sub-free  rider 
problem  develops  among  the  suppliers.   Because  suppliers 
knows  their  approved  product  has  a  captive  market  of 
franchisees,  each  will  find  it  profitable  to  free  ride  on 


56  Franchisees  may  simply  invest  in  methods  of  avoiding 
detection.  For  example,  if  a  franchisee  can  determine  when  an 
inspection  will  occur,  it  may  avoid  detection  of  substandard 
quality  by  complying  with  standards  for  the  inspection  period. 
Also,  it  may  be  cost-efficient  for  a  franchisee  to  continue 
violating  the  quality  standards  absent  sanctions  sufficient  to 
ensure  compliance.  See  infra  notes  143-85  and  accompanying 
text. 
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the  goodwill  of  other  complying  suppliers.57  Of  course,  the 
franchisor's  monitoring  problem  may  not  be  as  great  because 
there  may  be  fewer  supplier  than  franchisees  to  monitor.58 
However,  because  franchisors  generally  find  it  necessary  to 
monitor  final  product  provision,  a  supplier  system  may 
simply  provide  an  additional  monitoring  problem.   But,  for 
franchisors  requiring  a  particular  input  to  be  of  special 
quality,  supplier  systems  provide  a  means  of  at  least 
partially  reducing  monitoring  costs  and  ultimately  ensuring 
product  quality. 

Bonding  Agreements 

When  franchisors  find  monitoring  costs  to  be 
substantial,  they  may  consider  indirect  incentive  systems 
designed  to  influence  franchisee's  actions.59  For  instance, 
franchisor's  may  require  franchisees  to  enter  into  bonding 
agreements.60  These  agreements  are  contractual  mechanisms 


57  See,  e.g. ,  Kentucky  Fried  Chicken  Corp.  v.  Diversified 
Packaging  Corp.,  549  F.2d  368  (5th  Cir.  1977).  The  court 
recognized  that  " [manufacturers  and  franchisees  alike  may 
profit  by  ignoring  [the  franchisor's]  product  specifications." 
Id.  at  381  n.12.  The  franchisor  may  then  find  it  necessary  to 
not  only  announce  product  specifications  but  to  also  police 
observance  of  those  standards.   Id. 

58  Id.  The  court  noted  that  because  "controlling  quality 
at  the  franchisee  level  may  be  impractical  for  [Kentucky 

Fried]  with  3800  outlets  ...  It  may  thus  be  reasonable for 

Kentucky  Fried  to  control  quality  at  the  manufacturer  level." 
Id. 

59  Goetz  &  Scott,  supra  note  38  at  1093. 

60  Id.  at  1130-34. 
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designed  to  ensure  franchisees  will  not  take  certain  actions 
which  would  harm  the  franchisor  or,  in  the  alternative, to 
ensure  the  franchisor  will  be  compensated  if  the  franchisee 
does  take  such  actions.61   Bonding  agreements  essentially 
involve  franchisees  expending  or  pledging  resources  to 
guarantee  they  will  perform  in  conformity  with  the 
franchisor's  desires.62  These  types  of  agreements  are 
generally  self -enforcing  because  the  franchisee  continues  in 
the  relationship  because  he  believes  himself  better  off  than 
by  terminating.63 


61  Jensen  &  Meckling,  supra  note  17,  at  3  08. 

62  A  bonding  agreement  is  also  a  form  of  warranty.  When 
the  franchisor  has  difficulty  monitoring  and  detecting  the 
quality  of  franchisee  products,  the  franchisor  may  require  a 
franchisee  guarantee  that  product  quality  will  meet  certain 
standards.  Conceptually,  the  franchisee  is  providing  a 
warranty  of  product  quality  by  pledging  assets  in  case  of  a 
breach.  See  generally,  Grossman,  The  Informational  Role  of 
Warranties  and  Private  Disclosure  About  Product  Quality.  24  J. 
L.  &  Econ.  461  (1981)  (warranties  facilitate  allocation  of 
resources  by  signalling  higher  product  quality) . 

63  See  Telser,  A  Theory  of  Self -enforcing  Agreements,  53 
J.  Bus.  27  (1980) .  The  author  in  describing  self-enforcing 
agreements  states: 

No  one  would  enter  an  agreement  expecting  the  other 
parties  to  violate  it.  In  a  self -enforcing  agreement  the 
only  penalty  that  can  be  imposed  on  the  violator  is 
stopping  the  agreement.  Therefore,  aware  of  this,  a 
potential  violator  compares  the  current  gain  from  a 
violation  with  the  sacrifice  of  future  gains  that  will 
result  in  response  to  his  current  violation.  These 
future  gains  would  accrue  to  him  were  he  to  remain 
faithful  to  the  agreement.  He  chooses  the  more 
profitable  alternative.  It  follows  that  the  parties  to 
a  self-enforcing  agreement  do  not  expect  violations  of 
it.  The  terms  are  such  that  adherence  is  more 
advantageous  than  violation. 
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There  are  a  number  of  ways  a  franchisor  can  bind  the 
franchisee  into  compliance  with  the  franchise  agreement. 
First,  penalty  clauses  providing  fines  in  excess  of  direct 
damages  would  deter  franchisee  violations.64  Second,  the 
reduction  in  value  of  firm-specific  capital  assets  upon 
termination  would  impose  a  loss  on  shirking  franchisees.65 
Third,  franchisees  may  forfeit  high  initial  capital 
contributions  for  breaches  of  franchise  quality  control 
agreements.66   In  each  of  these  situations,  the  franchisor 
is  utilizing  private  contracting  to  increase  the  efficiency 
of  the  quality  control  mechanism  by  requiring  franchisees 
credibly  commit  some  current  or  future  asset  as  a  "hostage" 
should  a  breach  occur.67 


Tying 


Id.  at  43-44. 

64  See  infra  notes  85-98  and  accompanying  text  for  the 
legal  analysis,  and  notes  145-68  and  accompanying  text  for  the 
economic  analysis  of  penalty  clauses. 


65 


See  infra  notes  169-73 


66  See  infra  notes  173  and  accompanying  text.  Another 
similar  form  of  bonding  is  a  covenant  not  to  compete.  Upon 
termination,  such  a  covenant  prevents  the  franchisee  from 
operating  a  similar  business  in  competition  with  the 
franchisor  the  economic  effect  of  which  is  to  impose  a 
potentially  costly  constraint  on  the  franchisee  post- 
termination.  Viewed  ex  ante .  however,  the  covenant  acts  as 
the  franchisee's  pledge  or  guarantee  of  performance  in 
conformity  with  the  franchise  agreement. 

67  See  Williamson,  Credible  Commitments;  Using  Hostages 
to  Support  Exchange.  83  Am.  Econ.  Rev.  519  (Sept.  1983) .  See 
also.  Telser,  supra  note  63,  at  43. 
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A  third  way  of  ensuring  product  quality  is  an 
intermediate  method  between  direct  product  provision  and  a 
purely  contractual  approach.   A  franchisor  may  require 
franchisee's  to  purchase  particular  products  from  the 
franchisor  and  utilize  them  in  the  local  production  of  the 
final  product.   This  type  of  arrangement,  termed  tying, 
involves  a  contractually  imposed  duty  on  franchisees  to 
purchase  particular  items  exclusively  from  the  franchisor. 
The  franchisor  may  desire  this  arrangement  for  a  number  of 
reasons. 

First,  franchisors  may  use  tying  as  a  protection 
against  disclosure  of  trade  secrets.   Franchisee  production 
of  an  input  protected  as  a  trade  secret  necessarily 
increases  the  chance  of  disclosure  and  loss  of  legal 
protection.   Consequently,  tying  provides  a  legitimate  means 
of  protecting  the  formula  or  process  from  inadvertent 
disclosure.   Second,  a  particular  secret  formula  or 
ingredient  may  be  subject  to  intolerable  irregularities  in 
local  franchisee  production.   In  such  a  case,  direct 
provision  of  the  input  reduces  uncertainty  over  product 
quality  by  ensuring  critical  inputs  meet  minimum  standards. 
Franchisor  use  of  tying  to  ensure  product  quality  is  typical 
in  those  franchises  where  franchisee's  local  production  of 
particular  inputs,  or  of  the  final  product,  is  subject  to 
unacceptable  variations. 
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Third,  because  tying  arrangements  afford  franchisors  a 
degree  of  certainty  over  the  quality  of  inputs  into  the 
franchisee's  production  process,  the  level  of  policing  costs 
may  decline.68  With  a  tying  arrangement,  one  or  more  tied 
inputs  into  the  production  process  no  longer  require  the 
same  level  of  franchisor  monitoring  to  insure  their 
consistency.   However,  the  magnitude  of  the  reduction  of 
policing  costs  depends  upon  the  extent  to  which  franchisor 
monitoring  is  still  required  after  the  tie.   For  example,  a 
franchisee  could  still  cheat  despite  the  purchase  of 
particular  tied  inputs  because  a  tying  arrangement,  a 
priori,  will  not  affect  the  franchisee's  incentive  to  cheat. 
The  franchisee  can  resell  the  tied  goods  and  purchase 
cheaper  inputs.   This  method  of  cheating  is  limited  by  the 
transactions  costs  of  such  a  scheme.69 

Finally,  tying  arrangements  provide  franchisors  with  a 
means  of  metering  franchisee's  sales  and  collecting 
revenues.   This  method  of  measuring  franchisee  sales  not 
only  provides  a  secondary  assurance  that  franchisees  are 
properly  reporting  sales,  but  also  acts  as  a  means  of 


68  See  Klein  &  Saft,  supra  note  32,  at  351-354.  See 
also  supra  note  132-42  discussing  the  reduction  of  policing 
costs  through  the  use  of  penalty  clauses. 

69  For  example,  the  negotiating  and  enforcement  costs  of 
secondary  trading  agreements  may  outweigh  the  benefits  of 
substituting  an  inferior  input. 
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extracting  rents  in  proportion  to  franchisees'  sales70  or 
from  specific  profitable  products.71  This  extraction,  while 
subject  to  challenges  of  unfairness72,  can  be  justified 
based  upon  the  benefits  the  franchise  receives  from  the 
franchise  goodwill.   Because  most  franchise  agreements 
require  franchisees  to  pay  a  particular  percentage  of  total 
sales  for  advertising  and  marketing,  tying  arrangements  act 


70  See,  e.g.  International  Business  Machines  Corp.  v. 
U.S.,  298  U.S.  131  (1936).  See  also  Bowman,  Tvina 
Arrangements  and  the  Leverage  Problem,  67  Yale  L.  J.  19 
(1957) .  Bowman,  in  analyzing  the  Button-Fastener  case,  Heaton 
Peninsular  Button-Fastener  Co.  v.  Eureka  Specialty  Co.,  65  F. 
619  (C.C.W.D.  Mich.  1895),  found  that  Button-Fastener's 
requirement  that  users  of  its  patented  button-stapling  machine 
buy  staples,  whose  price  were  slightly  above  market  prices, 
for  use  with  the  machine  allowed  Button-Fastener  to  collect  a 
small  royalty  on  the  rental  of  the  machine.  The  result  of 
this  pricing  arrangement  was  more  machines  were  rented  because 
of  their  lower  rental  rates.  Button-Fastener  then  collected 
a  return  from  the  cards  in  proportion  to  the  amount  of  use. 
So,  Button-Fastener  collected  more  from  those  who  used  the 
machines  more  heavily.  Id.  at  23-24.  Some  commentators  have 
characterized  this  method  of  extracting  revenues  as  price 
discrimination;  however,  it  is  more  properly  a  metering 
method  enabling  the  collection  of  revenue  in  proportion  to 
usage.   See  infra  notes  176-77  and  accompanying  text. 

71  See,  e.g.  .  Siegal  v.  Chicken  Delight,  Inc.,  311 
F.Supp.  847  (N.D.  Cal.  1970),  aff  d  in  part.  448  F.2d  43  (9th 
Cir.  1971)  cert,  denied.  415  U.S.  955  (1972).  See  also  Klein 
&  Saft,  supra  note  32,  at  345.  The  authors  suggest  the 
Chicken  Delight  franchisors  monitored  purchase  of  paper 
products  "not  because  of  quality  control  considerations  but 
because  it  collected  the  franchise  fee  as  a  profit  on  these 
items  (in  lieu  of  a  percentage  of  gross  sales  charge)  .  Id.  at 
348. 

72  See  infra  notes  186-89  and  accompanying  text.  The 
fairness  argument  is  based  upon  the  transfer  of  wealth  from 
one  party  to  another. 
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as  alternative  methods  of  revenue  collection.73   In 
competitively  structured  markets,  these  types  of  tying 
arrangements  are  particularly  benign  given  their  potential 
for  assuring  product  guality  at  minimal  cost.74 

Franchisees  may  also  desire  and  benefit  from  tying 
arrangements.   Franchisor  provision  of  particular  inputs 
lessens  a  franchisee's  uncertainty  over  their  price  and 
guantity  because  the  franchisor  bears  the  risk  of  market 
price  fluctuations  and  input  availability.75  Eliminating 
these  risks  allows  the  franchisee  to  make  production  and 
marketing  decisions  without  the  fear  of  an  adverse  change  in 
market  conditions.76  As  a  conseguence,  franchisees  tend  to 
produce  a  greater  level  of  output  which  ultimately  benefits 
the  franchise  and  consumers.77 


73  See  R.  Blair  &  D.  Kaserman.  supra  note  2,  at  48-82. 
However,  at  least  one  court  holds  it  is  a  legally  insufficient 
justification  for  a  tying  arrangement.  See,  e.g. .  Siegal  v. 
Chicken  Delight,  Inc.,  311  F.Supp.  847  (N.D.  Cal.  1970),  aff 'd 
in  part.  448  F.2d  43,50  (9th  Cir.  1971)  cert,  denied.  415  U.S. 
955  (1972). 

74  See  infra  notes  174-85  and  accompanying  text. 

75  See  R.  Blair  &  D.  Kaserman.  supra  note  2,  at  83-109. 
The  benefits  attributable  to  tying  are  greatest  when  the 
franchisee  is  more  risk-averse  than  the  franchisor.  Id.,  at 
106. 

76  With  the  tie-in,  the  franchisee  is  relatively  certain 
about  the  cost  of  the  input  bundle;  so,  its  demand  for  the 
bundle  increases.  Essentially,  the  reduced  risk  of  input 
price  fluctuations  results  in  franchisees  demanding  more  of 
the  tied  bundle.   Id.  at  106-107. 

Id.  at  103-09.  The  tying  arrangement  is  a  contractual 
alternative  to  vertical  integration.  The  franchisor  could 
vertically  integrate  forward  to  dispel  the  effects  of  random 
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Tying  arrangements  are  not  without  criticisms. 
Historically,  legislative  and  judicial  responses  to  such 
practices  has  been  hostile.78  Conventional  antitrust 
jurisprudence  condemns  tying  due  to  fears  monopolists  may 
extend  their  monopoly  power  into  other  markets,79  consumers 
will  purchase  products  they  do  not  want,80  and  the  tie  will 
foreclose  competition  in  the  tied  good.81  Despite  tying' s 
alleged  potential  for  anticompetitive  effects,  the  current 
trend  more  closely  considers  the  economic  justifications  for 
tying  in  particular  situations.82 

The  next  sections  provide  the  legal  and  economic 
analysis  of  the  various  guality  control  mechanisms  described 


input  prices;  a  tie-in  sale,  however,  would  result  in  the 
same  fall  in  the  market  price  and  the  expansion  of  output  of 
the  final  good.  Id.  at  107-08.  Additionally,  the 
franchisor's  profits  would  increase,  causing  a  net  increase  in 
social  welfare.  See  infra  notes  103-09,  and  accompanying 
text. 

78  See  infra  notes  99-105  and  accompanying  text. 

79  See,  e.g.  .  Standard  Oil  Co.  of  Calif,  v.  U.S.,  337 
U.S.  293  (1949). 

80  See  L.  Sullivan.  Handbook  of  the  Law  of  Antitrust.  445 
(1977)  (tying  reduces  the  choices  open  to  purchasers  of  tied 
product) ;  Blair  &  Finci,  The  Individual  Coercion  Doctrine  and 
Tying  Arrangements:  An  Economic  Analysis.  4  Fla.  St.  U.  L. 
Rev.  531  (1983)  (individual  coercion  doctrine,  which  often 
arises  in  franchise  situations,  serves  no  purpose  other  than 
to  unjustly  enrich  franchisees) . 

81  See  R.  Blair  &  D.  Kaserman,  Antitrust  Economics.  394- 
404  (1985). 

82  See  infra  notes  108-11  and  accompanying  text. 
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above.83  The  legal  analysis  section  states  the  current 
standards  courts  apply  in  determining  the  legality  of  these 
mechanisms.   This  section  also  describes  the  potential  for 
abusive  use  of  each  mechanism.   The  economic  section 
presents  the  pro-competitive  justifications  for  the  use  of 
alternative  mechanisms.   The  section's  theme  is  based  on  the 
efficiency  enhancing  benefits  of  these  mechanisms  and  their 
potential  for  minimizing  policing,  agency,  and  transactions 
costs.*4 

Legal  Analysis  of  Quality  Control  Mechanisms 
Currently,  many  of  the  mechanisms  franchises  could  use 
for  assuring  product  quality  are  illegal.   Penalty  clauses, 
tying  arrangements  and  termination  provisions,  have  in 
whole,  or  in  part,  been  subject  to  judicial  or  legislative 
antipathy  in  many  jurisdictions.   A  brief  overview  of  these 
methods  and  the  legal  and  policy  rationales  for  their 
disfavor  follows. 

Penalty  Clauses 

Contractual  provisions  fixing  a  definite  sum  to  be  paid 
in  the  event  of  a  breach  are  enforceable  if  such  provisions 


83  Other  various  legal  methods  of  assuring  product 
quality,  such  as  contractual  specifications  or  termination 
with  due  process,  are  not  considered  in  this  analysis. 

84  See  supra  note  132-42  describing  policing,  agency  and 
transactions  costs. 
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are  valid  liquidated  damages  clauses  and  not  efforts  to 
penalize  the  breaching  party.85   If  a  court  determines  a 
clause  operates  as  a  penalty,  the  clause  is  unenforceable 
and  only  actual  damages  are  recoverable.86  So,  it  is 
important  to  identify  factors  courts  use  to  distinguish 
liquidated  damages  from  penalties. 

Courts  follow  certain  guidelines  in  determining  whether 
provisions  are  reasonable  estimates  of  compensatory  damages 
or  punitive  in  nature.   Courts  first  determine  if  the 
parties,  in  good  faith,  intended  the  damage  clause  to  be  an 
estimate  of  the  actual  damages  which  would  result  from  a 
particular  breach.87  Factors  courts  consider  are  the 
language  of  the  contract,88  the  difficulty  or  uncertainty  of 
estimating  damages  at  the  time  the  parties  entered  the 


85  5  S.  Williston.  A  Treatise  on  the  Law  of  Contracts 
§783  (3d  ed.  1961  &  Supp.  1986) .  Courts  consider  the  parties' 
intent  at  the  time  of  contracting  in  determining  whether  a 
clause  is  punitive  in  nature.  See  Stenor,  Inc.  v.  Lester,  58 
So.  2d  673,  675  (Fla.  1951).  This  determination  is  generally 
based  on  objective  principles  such  as  whether  the  stated 
damages  are  proportionate  to  actual  damages.  See,  e.g. .  Hyman 
v.  Cohen,  73  So.  2d  393,  398-99  (Fla.  1954) (en  banc). 

86  See,  e.g.  .  Williams  v.  Crouch,  186  So.  2d  491,  492-93 
(Fla.  1966) .  The  measure  of  actual  damages  recoverable  may 
exceed  the  amount  of  the  penalty.  See  Kuharske  v.  Tompkins, 
240  So.  2d  180,  182  (Fla.  4th  DCA  1970). 

87  5  S.  Williston  supra  note  85,  §  778. 

88  Id.  §§  776,  778.  For  example,  the  fact  parties  call 
a  stipulated  sum  "liquidated  damages"  or  a  "penalty"  is  not 
conclusive  on  the  issue.  See,  e.g.  .  Hyman  v.  Cohen,  73  So.  2d 
393,  398  (Fla.  1954) (en  banc).  However,  courts  will  give  such 
terms  effect  when  they  appear  to  be  reasonable.  See,  e.g. . 
Stenor,  Inc.  v.  Lester,  58  So.  2d  673,  675-76  (Fla.  1951). 
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contract,89  and  the  reasonableness  of  the  estimate.90  If 
the  court  finds  these  factors  persuasive,  the  contractual 
provision  is  enforceable  as  a  valid  liquidated  damages 
clause.   A  contrary  holding  results  in  the  provision  being 
void  as  a  penalty  clause.   However,  despite  this  mutually 
exclusive  approach  to  classifying  such  provisions,  courts 
have  fashioned  additional  tests  for  punitive  damages.91  A 
damage  clause  is  punitive  in  nature  if  it  is  intended  as  a 
threat  to  prevent  a  breach92  or  as  a  kind  of  security  or 
guarantee  insuring  the  other  parties  performance.93 
Another  factor  courts  consider  is  the  "unjust 
enrichment"  that  may  result  from  penalty  clauses.   The 
inequitable  nature  of  penalties  can  arise  in  two  ways:  (1) 


89  5  S.  Williston  supra  note  85,  §  783;  see,  e.g. .  Bill 
Heard  Leasing,  Inc.  v.  Rocco  Enterprises,  Inc.,  334  So.  2d 
296,  297  (Fla.  2d  DCA  1976). 

90  5  S.  Williston  supra  note  85,  §  779.  See,  e.g.  . 
Hungerford  Const.  Co.  v.  Florida  Citrus  Exposition,  Inc.,  410 
F.2d  1229,  1231-32  (5th  Cir.  1979),  cert,  denied.  396  U.S.  928 
(1969)  . 

91  Analytically,  a  clause  may  not  satisfy  the  liquidated 
damages  test  but  still  not  be  a  penalty  clause.  For  example, 
a  finding  that  a  particular  clause  fails  to  satisfy  the 
liquidated  damages  test  implies  the  particular  clause  is 
punitive;  this  holding  is  logically  incorrect  because  a 
particular  provision  might  fall  between  the  two  tests. 

92  The  common  law  rationale  is  found  in  contractual 
provision  designed  to  frighten  or  terrorize  a  beneficiary  or 
lessee  from  performing  or  not  performing  certain  acts  such  as 
contesting  a  will  or  lease.  Courts  held  these  in  terrorem 
clauses  to  be  against  public  policy  as  mere  attempts  to 
improperly  influence  the  behavior  of  affected  parties.  See  5 
S.  Williston  supra  note  85,  §  776. 

93  Id. 
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such  clauses  encourage  franchisors  to  make  fraudulent  claims 
against  franchisees  simply  to  collect  penalty  payments;94 
and  (2)  penalties  provide  a  "windfall"  to  franchisors  even 
where  franchisees  breach.   The  first  situation  is  a  clear 
case  of  unjust  and  unlawful  enrichment;   remedies  exist  to 
prevent  such  opportunistic  behavior.   The  second  situation 
myopically  focuses  on  the  benefit  to  the  franchisor  rather 
than  the  reproachfulness  of  the  franchisee's  conduct  and  the 
deterrent  effect  of  a  penalty.   The  concept  of  unjust 
enrichment  implies  a  relative  balancing  of  the  circumstances 
and  moral  context  surrounding  a  breach.95  Judicial  disfavor 
with  "unjust  enrichment"  must  be  consistent  with  the 


94  See  infra  notes  165-67  and  accompanying  text. 

95  See,  e.g. .  Dunkin  Donuts  of  America,  Inc.  v. 
Middletown  Donut  Corp.,  496  A. 2d  66,  73  (N.J.  Sup.  Ct.  1985). 
A  donut  franchisor  sought  termination  of  a  donut  franchisee 
who  had  been  grossly  underreporting  gross  revenues.  In 
upholding  the  forfeiture  of  the  franchisee's  two  locations, 
valued  collectively  at  $250,000,  the  court  stated: 

[I]n  applying  the  concept  of  "unjust  enrichment"  we  are 
mindful  of  the  "moral  aura"  surrounding  the  phrase  and 
must  take  care  not  to  elevate  the  principle  to  a  higher 
level  than  it  deserves.  The  task  is  to  make  the  unjust 
enrichment  principle  work  with,  not  instead  of,  the  other 
policies  of  the  law  . . .  Even  where  a  person  has  received 
a  benefit  from  another,  he  is  liable  to  pay  therefor  only 
if  the  circumstances  of  its  receipt  or  retention  are  such 
that,  as  between  two  persons,  it  is  unjust  for  him  to 
retain  it.  Here  the  franchisee  deserves  to  have  the  full 
weight  of  the  legal  remedies  fall  upon  him. 

Id.  (citations  and  emphasis  omitted) .  The  court  recognized 
that  the  franchisee's  misconduct  not  only  damaged  the 
franchisor  but  all  other  franchisees  as  well.   Id. 
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underlying  policies  of  the  law.96  In  summary,  courts 
disfavor  the  use  of  penalty  clauses  as  economic  duress  to 
ensure  contractual  performance.97  However,  these  judicial 
principles  persist  despite  the  economic  justifications  for 
the  use  of  such  clauses.98 

Tying 

Tying  arrangements  are  illegal  under  section  3  of  the 
Clayton  Act99  and  section  1  of  the  Sherman  Act.100  Judicial 


96  Id. 

97  The  fundamental  reasons  courts  disfavor  the  use  of 
penalty  clauses  is  (1)  the  notion  these  clauses  overcompensate 
the  non-breaching  party;  and  (2)  fear  of  a  penalty  may  prevent 
an  economically  efficient  breach.  Goetz  &  Scott,  Liquidated 
Damages.  Penalties  and  the  Just  Compensation  Principle:  Some 
Notes  on  an  Enforcement  Model  and  a  Theory  of  Efficient 
Breach.  77  Colum.  L.  Rev.  554,  556  (1977). 


98 


See  infra  notes  145-68  and  accompanying  text. 


99  Section  3  of  the  Clayton  Act,  15  U.S.C.  §  14  (1985), 
states:  "It  shall  be  unlawful  for  any  person  engaged  in 
commerce,  in  the  course  of  such  commerce,  to  lease  or  make  a 
sale  or  contract  for  sale  of  goods,  wares,  merchandise, 
machinery,  supplies,  or  other  commodities,  whether  patented  or 
unpatented,  for  use  consumption,  or  resale  ...  or  fix  a  price 
charged  therefor,  or  discount  from,  or  rebate  upon,  such 
price,  on  the  condition,  agreement,  or  understanding  that  the 
lessee  or  purchaser  thereof  shall  not  use  or  deal  in  the  . . . 
commodities  of  a  competitor  or  competitors  of  the  lessor  or 
seller,  where  the  effect  of  such  lease,  sale  or  contract  for 
sale  or  such  condition,  agreement,  or  understanding  may  be  to 
substantially  lessen  competition  or  tend  to  create  a  monopoly 
in  any  line  of  commerce." 

100  Section  1  of  the  Sherman  Act,  15  U.S.C.  §1  (1985), 
states:  "Every  contract,  combination  in  the  form  of  trust  or 
otherwise,  or  conspiracy,  in  restraint  of  trade  or  commerce 
among  the  several  States,  or  with  foreign  nations,  is  declared 
to  be  illegal." 
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hostility  towards  tying  arrangements  is  evident  by  its 
classification  under  the  per  se  standard.101  Proof  of  the 
existence  of  an  illegal  tie  requires  three  conditions:  (1) 
the  tied  and  tying  products  are  separate  products;102   (2) 
there  is  sufficient  market  power  in  the  tying  good;103  and 
(3)  there  is  a  not  insubstantial  amount  of  commerce  affected 
in  the  tied  good.104  The  historical  concern  with  tying  is 
based  upon  "the  seller's  exploitation  of  its  control  over 
the  tying  product  to  force  the  buyer  into  the  purchase  of  a 


101  See  Standard  Oil  Co.  of  Calif,  v.  U.S.,  337  U.S.  293 
(1949) .  Justice  Frankfurter,  in  his  oft-quoted  polemic, 
stated  "[tying]  serves  hardly  any  purpose  beyond  the 
suppression  of  competition."   Id.  at  305. 

102  Jefferson  Parish  Hosp.  v.  Hyde,  104  S.  Ct.  1551, 
1562-63  (1984) .  The  test  is  whether  there  is  sufficient 
demand  for  the  purchase  of  the  tied  good  separate  from  the 
tying  good  "to  identify  a  distinct  product  market  in  which  it 
is  efficient  to  offer  [the  tied  and  tying  goods]  separately. 
Id.  at  1563 .  The  single  product  rule  provides  some  exceptions 
to  this  element.  For  example,  a  franchisor  tying  its 
trademark  to  its  unique  formula  or  product  is  simply  marketing 
a  distinctive  commodity.  See  New  York  v.  Carvel  Corp.,  Bus. 
Franchise  Guide,  5  8147  (N.Y.  Sup.  Ct.  1984) (tie  of  trademark 
to  ice  cream  mix).  See  also.  Principe  v.  McDonald's  Corp., 
631  F.2d  303  (4th  Cir.  1980)  (tie  of  trademark,  lease  and 
security  deposit  a  method  of  doing  business  and  one  product) . 

103  Id.  at  1559.  The  Court  stated  "we  have  condemned 
tying  arrangements  when  the  seller  has  some  special  ability  - 
usually  called  "market  power"  -  to  force  a  purchaser  to  do 
something  that  he  would  not  do  in  a  competitive  market."  Id. 

m  Id.  at  1560.  The  judicial  rationale  for  this  element 
lies  in  the  fact  that  "[i]f  only  a  single  purchaser  were 
"forced"  with  respect  to  the  purchase  of  a  tied  item,  the 
resultant  impact  on  competition  would  not  be  sufficient  to 
warrant  the  concern  of  antitrust  law."  Ici.  So,  there  must  be 
a  substantial  potential  for  impact  on  competition  measured  by 
the  "not  insubstantial"  standard. 
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tied  product  the  buyer  either  did  not  want  at  all,  or  might 
have  preferred  to  purchase  elsewhere  on  different  terms.,|1QS 

Some  courts,  recognizing  that  franchisors  have  a 
legitimate  interest  in  preserving  the  guality  of  products  or 
services  offered  by  franchisees,  have  developed  a  "product 
quality"  defense  to  tying.106  Upon  a  showing  of  an  illegal 
tie,  the  franchisor  may  justify  its  actions  by  proof  that 
specifications  for  product  substitutes  would  be  so  complex 
and  detailed  as  to  make  such  specifications 
impracticable . 107 

The  current  trend,  both  in  the  courts  and  academia,  is 
towards  softening  the  per  se  rule  against  tying.   The 


105  Id.  at  1558. 

106  See.  e.g.  .  Kentucky  Fried  Chicken  Corp.  v. 
Diversified  Packaging  Corp.,  549  F.2d  368  (5th  Cir.  1977) 
(supplies  and  equipment  from  a  designated  source) ;  Siegal  v. 
Chicken  Delight,  Inc.,  311  F.Supp.  847  (N.D.  Cal.  1970),  aff 'd 
in  part.  448  F.2d  43  (9th  Cir.  1971)  cert,  denied.  415  U.S. 
955  (1972) (franchisor's  requirement  of  purchasing  paper 
products  held  illegal);  Moore  v.  Jas.  H.  Matthew  &  Co.,  550 
F.2d  1207  (9th  Cir.  1977) (requiring  purchasers  of  cemetery 
lots  to  purchase  markers  and  installation  from  lot  seller 
unjustified  under  quality  control  rationale) .  Under  per  se 
tying  analysis,  the  defendant  bears  the  burden  of  proof  of 
establishing  the  tie-in  is  the  least  burdensome  method  for 
effectively  controlling  quality;  in  determining  whether  the 
tie-in  is  an  unreasonable  restraint  of  trade,  the  rule  of 
reason  applies  and  quality  control  is  a  sinqle  factor  the 
trier  of  fact  considers.  Kentucky  Fried  Chicken.  549  F.2d  at 
381. 

107  See  Susser  v.  Carvel  Corp.,  332  F.2d  505  (2d  Cir. 
1964) ;  These  courts  rely  upon  the  language  in  Standard  Oil 
Co.  of  California  v.  U.S.,  337  U.S.  293  (1949)  which  stated 
"[t]he  only  situation  ...  in  which  the  protection  of  goodwill 
may  necessitate  the  use  of  tying  clauses  is  where 
specifications  for  a  substitute  would  be  so  detailed  that  they 
could  not  practicably  be  supplied.   Id.  at  306. 
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Supreme  Court's  most  recent  tying  decision,108  while 
continuing  with  the  per  se  language,  contains  a  four-member 
concurrence  urging  the  reclassification  of  tying  under  the 
rule  of  reason.109  The  concurrence  argues  that  because 
tying  analysis  requires  extensive  economic  inquiry  before 
the  per  se  label  applies,  "it  incurs  the  cost  of  the  rule  of 
reason  approach  without  achieving  its  benefits."110  The 
concurrence  further  noted  that  restrictions  on  a 
franchisee's  freedom  to  purchase  inputs  is  subject  to 
greater  scrutiny  than  restrictions  on  the  freedom  of  where 
and  to  whom  it  may  sell.111   It  appears  inevitable,  given 
the  weight  of  scholarly  opinion,  that  the  abandonment  of  the 
per  se  label  on  tying  will  soon  occur. 


108  Jefferson  Parish  Hosp.  Dist.  v.  Hyde,  104  S.Ct.  1551 
(1984)  . 

109  The  concurrence,  authored  by  Justice  O'Connor,  was 
joined  by  Chief  Justice  Burger,  Justice  Powell,  and  Justice 
Rehnquist.   Id.  at  1569. 

110  Id.  at  1570.  The  Court  noted:  "The  [tying]  doctrine 
calls  for  the  extensive  time-consuming  economic  analysis 
characteristic  of  the  rule  of  reason,  but  then  may  be 
interpreted  to  prohibit  arrangements  that  economic  analysis 
would  show  beneficial."   id. 

111  Id.  at  1570  n.2.  The  concurrence  contrasted  the 
Siegal  and  Continental  cases.  Siegal  used  a  per  se  analysis 
in  finding  a  tying  arrangement  illegal  despite  the 
franchisor's  defense  of  product  quality  and  goodwill 
maintenance  while  Continental  used  a  rule  of  reason  analysis 
in  the  context  of  vertical  non-price  restraints.  The 
concurrence  noted  this  anomaly  in  analyzing  tying  under  the 
per  se  despite  largely  indistinguishable  arrangements  being 
analyzed  under  the  rule  of  reason.   Id. 
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Termination  Clauses 

Contractually-based  termination  clauses  outline,  with 
varying  specificity,  the  allocation  of  burdens  and  risks  in 
case  of  franchisee  misfeasance  or  nonfeasance.112  The  use 
of  these  clauses  in  franchise  agreements  has  been  subject  to 
judicial  interpretations  and  legislative  restrictions.113 
The  legality  of  privately-contracted  termination  provisions 
turn  on  courts'  interpretations  of  the  sufficiency  and 
reasonableness  of  the  contractual  terms.114  For  example, 


112  This  essay  does  not  consider  the  situation  where  the 
franchise  agreement  is  silent  on  termination.  In  such  a  case, 
courts  determine  whether  the  termination  is  reasonable  based 
upon  "the  sufficiency  of  the  notice  of  termination,  the 
ability  of  the  franchisee  to  absorb  the  loss  associated  with 
an  unrecouped  investment,  the  franchisee's  ability  to  start 
the  business  anew  at  another  location,  and  the  income  derived 
by  the  franchisee  during  the  entire  relationship  in  comparison 
to  the  resources  invested."  Laufer,  Wrongful  Termination  of 
a  Franchise.  3  Calif.  Law.  21  (April  1983). 

113  The  termination  of  franchisees  occurs  for  a  number  of 
reasons.  For  example,  of  the  2,649  franchisor  initiated 
terminations  in  1984,  1419  were  for  nonpayment  of  royalties  or 
other  financial  obligations,  270  for  franchisee's  failure  to 
comply  with  quality  control  standards,  and  960  unspecified. 
See  U.S.  Dept.  of  Commerce.  Franchising  in  the  Economy,  1984- 
86.  13  (Jan.  1986) . 

114  See,  e.g.  .  Lippo  v.  Mobil  Oil  Corp.,  776  F.2d  706 
(7th  Cir.  1985) .  In  Lippo ,  a  franchise  oil  company  discovered 
one  of  its  service  station  operators  had  been  purchasing 
gasoline  from  another  supplier  (at  lower  cost)  and  selling  it 
under  the  franchise  mark  and  through  its  pumps  and  facilities. 
The  franchise  agreement  provided  for  a  10  day  cure  period 
during  which  the  station  operator  ceased  selling  the 
misbranded  gasoline.  The  oil  company  filed  suit  to  terminate 
the  station  operator;  however,  the  District  Court  entered 
judgment  in  favor  of  the  franchisee.  On  appeal,  the  7th 
Circuit  affirmed  ruling  the  franchisor  could  not  terminate 
under  the  agreement  since  the  station  operator  cured  within  10 
days.  In  dissent,  Judge  Posner  found  the  court's  rationale 
flawed.   He  stated: 
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courts  have  upheld  terminations  for  failure  to  maintain 
designated  hours  of  operation, 11S  cleanliness  of 
facilities,116  and  product  quality.117  In  some  instances, 


Since  liability  for  breach  of  contract  is  strict  and 
since  the  franchise  contract  imposes  many  duties  on  the 
franchisee  that  he  might  violate  accidentally  (for 
example,  his  worker  might  fail  to  clean  the  station's 
restrooms  one  day) ,  the  provision  allowing  cure  serves  to 
prevent  Mobil  from  using  the  pretext  of  an  inadvertent, 
unimportant,  and  perhaps  even  involuntary  breach  by  Lippo 
to  yank  his  franchise.  Misbranding,  however,  is  never 
that  kind  of  breach. 

Id.,  at  722.  Judge  Posner  continued  his  diatribe  by  chastising 
his  brethren  for  failing  to  view  the  contract  terms  from  the 
parties'  perspective.   He  said: 

What  we  ought  to  ask,  and  use  common  sense  and  a  sense  of 
commercial  reality  in  answering,  is  whether  the  parties 
would  have  agreed  to  make  the  ten-day  cure  provision 
applicable  to  misbranding  if  the  issue  had  come  up  during 
the  contract  negotiation.  It  seems  to  me  pretty  obvious 
that  Mobil  would  never  have  agreed  to  such  an  application 
and  that  for  Lippo  to  have  pressed  for  it  would  just  have 
convinced  Mobil  of  Lippo' s  unreliability  and  have  made 
the  negotiations  collapse.  Imagine  Lippo  saying  to 
Mobil:  "I  would  like  to  be  able  to  sell  another 
supplier's  gas  under  your  name  for  up  to  ten  days  after 
you  catch  me  at  it,  as  that  will  enable  me  among  other 
things  to  enjoy  the  use  of  your  premises  at  a  much  lower 
rent  during  the  period." 

Id.  at  725.  In  this  case,  Posner's  "common  sense"  approach  to 
materiality  and  termination  agreements  highlights  the  inequity 
to  franchisors,  and  indirectly  to  compliant  franchisees,  who 
work  diligently  to  maintain  the  franchise  system's  reputation. 

115  See  Malone  v.  Crown  Central  Petroleum  Corp.,  474  F. 
Supp.  306  (D.  Md.  1979) . 

116  See.  e.g.  Bonanza  Intl.,  Inc.  v.  Restaurant 
Management  Consultants,  Inc.,  625  F.  Supp.  1431  (E.D.  La. 
1986);  Walters  v.  Chevron  U.S.A. ,  Inc.  476  F.Supp.  353  (N.D. 
Ga.  1979). 

117  See,  e.g.  .  Dayan  v.  McDonald's  Corp.,  466  N.E.2d  945 
(111.  App.  Ct.  1984) (failure  to  adhere  to  franchise  quality, 
service  and  cleanliness  standards);    McDonald's  Corp  v. 
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courts  imply  covenants  of  good  faith  or  void  termination 
agreements  based  on  public  policy118  or  unconscionability 
rationales.119 

The  statutory  schemes  generally  allow  termination  of  a 
franchisee  upon  a  franchisor's  showing  of  "good  cause."120 
However,  the  definition  of  what  constitutes  "good  cause" 
varies  from  state  to  state.121  Some  states  impose 
additional  economic  burdens  upon  franchisors  who  terminate 
franchisees.   For  example,  some  states  require  a  franchisor 
to  repurchase  a  terminated  franchisee's  inventory  even 


Markim,  Inc.,  306  N.W.2d  158  (Neb.  1981)  (failure  to  adhere  to 
company  policies  and  vacillating  ratings  regarding  quality, 
service  and  cleanliness).  Cf.  Lippo  v.  Mobil  Oil  Corp.,  776 
F.2d  706  (7th  Cir.  1985) (oil  company  could  not  terminate 
franchisee  for  misbranding  gasoline  because  of  10  day  curative 
provision) . 

118  See,  e.g.  .  Shell  Oil  Co.  v.  Marinello,  307  A. 2d  598 
(N.J.  1973) .  The  court  voided  a  termination  agreement  based 
upon  "grossly  disproportionate  bargaining  power"  and  the 
"grossly  unfair  contractual  provisions  which  clearly  tend  to 
the  injury  of  the  public  in  some  way."  Id.  at  601.  The  court 
further  stated  that  public  policy  requires  that  there  be  read 
into  lease  and  dealer  agreements  the  restriction  that 
franchisors  shall  not  have  the  right  of  unilateral  termination 
unless  there  is  a  showing  that  a  franchisee  has  failed  to 
substantially  perform  his  obligations  under  the  agreement. 
Id.  at  603. 

119  See,  e.g.  .  Ashland  Oil,  Inc.  v.  Donahue,  223  S.E.2d 
433  (W.Va.  1976)  (provision  giving  gasoline  supplier  right  to 
cancel  on  ten  days  notice  if,  in  supplier's  judgment,  dealer 
had  impaired  the  quality,  good  name,  goodwill,  or  reputation 
of  products  was  unconscionable  on  its  face) . 

120  See  Fern  &  Klein,  Restrictions  on  Termination  and 
Nonrenewal  of  Franchises:  A  Policy  Analysis.  3  6  Bus.  Law. 
1041,  1044  (1981) . 

121  Id.  at  1044-50. 
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though  termination  is  with  "good  cause".122  These  differing 
combinations  of  judicial  decisions  and  legislative 
enactments  limit  a  franchisor's  use  of  termination  clauses 
to  ensure  franchisee  compliance  with  the  franchise 
agreement.   The  economic  analysis  of  termination  clauses 
indicates  that  elimination  or  further  reductions  in  the  use 
of  termination  agreements  are  ill-advised  because  of  their 
potential  for  pro-competitive  uses.123 


Economic  Analysis  of  Quality  Control  Mechanisms 
An  economic  analysis  of  quality  control  mechanisms 
requires  a  brief  inquiry  into  the  putative  benefits  of  such 
an  investigation.   Positive  economic  theory124  contributes 
an  enormously  powerful  explanatory  tool:   the  assumption  of 
individual  utility  maximization.   A  presupposition  of 
economic  analysis  is  the  existence  of  autonomous  individuals 
each  pursuing  their  own  interests  attempting  to  maximize 


122  See  id.  at  1049. 

123  See  infra  notes  169-72  and  accompanying  text. 

124  Positive  economic  theory  focuses  on  determining  the 
most  efficient  method  of  achieving  a  particular  social  goal. 

The  goal  of  positive  economics  is  not  to  determine  a 
particular  social  goal,  but  to  determine  the  cost-efficient 
means  of  attaining  one  society  has  chosen.  C.  Ferguson  &  J. 
Gould.  Microeconomic  Theory.  3  (4th  Ed.  1975) . 
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their  satisfaction  subject  only  to  a  limited  budget.123 
This  behavioral  assumption  enables  economic  models  to 
characterize  and  capture  the  effects  of  alternative  policy 
goals.   Economic  theory  provides  an  analytical  framework  for 
deciding  what  is  the  most  cost-efficient  means  for  achieving 
a  social  goal.   Conseguently,  economic  models,  and  economic 
methodology  in  general,  assist  the  setting  of  social  policy 
by  explicitly  incorporating  a  fundamental  social  goal: 
maximizing  the  benefits  to  society  from  scarce  resources. 

Consumer  Welfare 

A  fundamental  goal  derived  from  positive  economic 
theory  is  the  maximization  of  consumer  welfare.126  In  a 
competitive  economy,  the  independent  utility-maximizing 
behavior  of  consumers  and  firms  eventually  results  in  a 
social  organization  that  maximizes  the  welfare  of  society. 
This  result  is  limited,  of  course,  to  those  markets  fitting 
the  structural  prerequisites  of  a  competitive  market. 
Because  of  the  pervasiveness  of  the  franchising  form  of 
business  in  the  U.S.  economy,  however,  it  seems  acceptable 


125  See  id.  at  29.  In  the  commercial  setting,  this 
assumption  translates  into  profit-maximization  as  a  firm's 
goal.   Id.  at  2. 

126  See  M.  Water  son.  Economic  Theory  of  the  Industry.  5- 
10  (1984).  See  also,  R.  Posner.  The  Economics  of  Justice.  30- 
87  (1981)  (wealth-maximization  as  a  normative  goal) . 
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to  employ  the  classic  microeconomic  models  in  this 
analysis.127 

The  basic  question  this  essay  raises  is  what 
alternative  regulatory  system,  including  the  possibility  of 
no  governmental  intervention,  minimizes  the  costs  of 
providing  goods  and  services  through  a  franchise  system. 
Alternatively,  what  regulations,  if  any,  will  increase 
social  welfare  beyond  that  attained  in  the  absence  of 
regulation.128  At  the  outset,  economic  theory  provides 
particular  benchmarks  to  measure  changes  in  welfare.   The 
basic  measures  of  increased  social  welfare  are  the  reduction 


111  A  few  assumptions  are  necessary  before  further 
developing  an  economic  thesis.  Unless  otherwise  noted,  this 
essay  is  founded  upon  the  assumptions  of  perfect  competition 
which  are  (1)  firms  produce  a  homogeneous  commodity;  (2)  firms 
and  consumers  are  numerous;  (3)  firms  and  consumers  possess 
perfect  information  and  pursue  individual  profit-  or  utility- 
maximizing  behavior;  and  (4)  entry  into  and  exit  from  the 
market  is  free  for  firms  and  consumers  in  the  long  run.  J. 
Henderson  &  R.  Quandt,  Microeconomic  Theory;  A  Mathematical 
Approach.  136  (3d  Ed.  1980) .  These  conditions  assure  there 
are  no  market  imperfections  created  by  monopoly  power  in 
either  input  or  output  markets.  However,  these  assumptions 
merely  provide  the  default  structure  of  the  essay.  For 
example,  because  most  franchises  involve  the  use  of 
trademarks,  assumption  (1)  may  be  invalid  because  product 
differentiation  is  a  hallmark  of  many  franchise  markets. 
Consequently,  violations  of  these  structural  assumptions  are 
noted  where  necessary.  However,  this  essay's  limitation  of 
its  economic  analysis  to  traditional  theory  suggests  that 
values  such  as  productive  and  allocative  efficiency  are  those 
most  worthy  in  the  essay's  limited  context. 

128  The  determination  of  which  of  various  alternative 
states  maximizes  social  welfare  involves  the  concept  of  pareto 
efficiency.  A  pareto  efficient  allocation  is  a  utility- 
maximizing  distribution  of  resources  resulting  from  perfect 
competition.   M.  Water son,  supra  note  126,  at  5. 
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of  input  costs  to  producers  and  prices  to  consumers,129  and 
the  related  concepts  of  producer's  and  consumer's 


surplus. 


The  sum  of  producer's  and  consumer's  surplus  is 


For  example,  a  hypothetical  franchise  system 
providing  X  units  of  its  product  per  year  at  a  cost  of  Y 
dollars  has  a  clear  improvement  in  social  welfare  if  its  costs 
fall  to  (Y-l) .  Similarly,  if  a  consumer  purchases  X  units  of 
a  good  at  Y  dollars  and  the  price  falls  to  (Y-l)  dollars,  the 
consumer  experiences  increased  satisfaction.  In  a 
competitively  structured  economy,  the  reduction  in  production 
costs  would  be  passed  on  to  consumers  in  the  form  of  lower 
prices.  Consequently,  the  reduction  of  production  costs  or 
consumer  prices  both  increase  social  welfare.  It  is 
sufficient  to  note  that  social  welfare  is  increased  when  a 
firm  experiences  reduced  production  costs.  Someone,  whether 
stockholders,  employees  or  management,  will  receive  the 
benefit  depending  upon  the  particular  process  of  allocation. 

130  Consumer  surplus  is  the  excess  benefits  consumers 
receive  from  consuming  a  particular  good  above  the  amount  they 
pay.  Producer's  surplus  is  the  excess  benefits  producers 
receive  from  selling  a  their  product  at  a  particular  price. 
See  H.  Varian.  Microeconomic  Analysis.  207-15  (1978). 
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Where  S  =  supply  of  good  X 

MC  =  marginal  production  costs 
D  =  Demand  function  for  good  X 

Graphically,  consumers'  surplus  is  the  area  AEP0  given  price 
equals  P0.  This  area  represents  the  additional  benefits 
consumers  of  good  X  receive  for  which  they  do  not  have  to  pay. 
Producers'  surplus  is  the  area  BEP0.  This  area  represents  the 
benefits  producers  receive  from  the  sale  of  good  x  above 
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the  standard  measure  of  economic  welfare.131  The  following 
sections  analyze  the  economic  benefits,  in  terms  of  consumer 
and  producer  surplus,  for  various  control  mechanisms.   The 
analysis  begins  with  the  reduction  of  policing,  agency  and 
transactions  cost  rationale.   Next,  the  economic  benefits  of 
particular  quality  control  mechanisms  are  considered.   A 
summary  follows  that  urges  policy  makers  to  consider  the 
economic  effects  of  precluding  efficiency-enhancing 
mechanisms. 


marginal  production  costs.  This  measure  is  also  termed  quasi- 
rents.  The  sum  of  producers'  and  consumers'  surplus,  area 
AEB,  is  the  standard  economic  measure  of  welfare.  In  a 
competitively  structured  constant  cost  industry,  the  supply 
function  becomes  perfectly  elastic,  meaning  an  infinitely 
large  supply  is  available  at  the  market  price.  By  definition, 
producers'  surplus  is  zero  in  such  a  market.  For  example, 
with  a  market  price  line  (supply  function)  of  P0E,  there 
exists  no  producers'  surplus.  Each  supplier  earns  only  a 
normal  return.  Consumers,  however,  still  receive  surplus 
equal  to  AEP.  Thus,  in  competitive  constant  cost  industries, 
the  standard  welfare  measure  simply  becomes  the  level  of 
consumer  surplus. 

131  Id.  at  214-215.  The  authors  introduce  the  concept  of 
a  "deadweight  loss"  which  occurs  when  price  and  output  deviate 
from  that  attainable  in  a  free  market  equilibrium.  For 
example,  if  price  is  above  and  output  below  equilibrium,  some 
consumers  no  longer  consume  the  good  in  question.  This  loss 
in  welfare  of  consumers  who  would  have  consumed  the  good,  but 
no  longer  do  because  of  the  price  increase,  is  a  deadweight 
loss.  In  the  graph  supra  note  130,  the  deadweight  loss 
resulting  from  a  price  increase  from  P0  to  P,  is  the  triangular 
area  EFG.  The  area  EFH  is  the  loss  in  consumers'  surplus 
while  the  area  EGH  is  the  loss  in  producers'  surplus.  The 
area  P^HPq  is  a  wealth  transfer  from  consumers  to  producers. 
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Reduction  of  Policing.  Agency  and  Transactions  Costs 

One  rationale  underlying  the  use  of  various  quality 
assurance  mechanisms  is  the  increase  in  social  welfare 
attributable  to  the  reduction  of  policing,  agency  and 
transactions  costs.132  The  franchisor's  goal  is  to  maximize 
its  own  profits  by  decreasing  expenditures  and  increasing 
revenues.    Because  a  franchisor  generally  extracts  its 
revenues  from  its  franchisees  in  the  form  of  royalties  on 
sales,  its  goal  is  to  maximize  sales  by  franchisees  subject 
to  a  particular  level  of  franchisor  costs.   Conversely,  the 
franchisor  desires  to  reduce  expenditures  necessary  to 
police  product  quality,  ensure  franchisee  compliance  with 
contractual  provisions  and  eliminate  costs  of  recontracting, 
given  a  particular  level  of  sales  revenue. 

Absent  legal  constraints  on  the  use  of  quality  control 
mechanisms,  it  is  reasonable  to  expect  franchisors  to  pursue 
their  own  pecuniary  interests  by  selecting  the  most  cost- 
efficient  method  of  ensuring  product  uniformity.   Precluding 
certain  methods  of  quality  control  or  making  others  more 
costly  increases  the  ultimate  cost  of  providing  franchised 
products  and  services.   Reductions  in  these  costs  increase 
the  profits  of  the  franchise  system  generally.   Avoiding  the 


132   See  supra  note  17  defining  policing,  agency  and 
transactions  costs. 
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normative  question,133  these  profits  increase  overall  social 
welfare  because  they  are  resources  the  franchisor  would  have 
otherwise  used  for  the  unproductive  purpose  of  cost- 
inefficient  monitoring. 

Stringent  quality  control  mechanisms  which  reduce  the 
level  of  franchisor's  policing  costs  may  also  increase 
franchisees'  expenditures  on  maintaining  quality.   At  first 
glance,  these  expenditures  may  seem  to  counterbalance  the 
franchisor's  savings.   However,  the  franchisees'  are  merely 
fulfilling  their  duty  to  provide  a  particular  level  of 
contractually  specified  quality.   Absent  some  incentive  to 
over  invest  in  quality,134  the  franchisees'  expenses  are  not 
socially  wasteful  because  they  produce  that  quality  standard 
representative  of  the  franchise  system.   Without  such 
expenditures  on  product  and  service  quality,  the  franchise 
itself  would  suffer.135 


133  The  normative  question  is  whether  this  increase  in 
franchisor  wealth  is  social  beneficial.  Absent  a  concurrent 
reduction  in  any  other  group's  wealth,  there  is  an  increase  in 
social  welfare. 

134  Risk-averse  franchisees  may  overinvest  in  quality  to 
reduce  the  risk  of  breaching  contractual  standards.  In 
essence,  the  franchisee  pays  a  premium  to  insure  against  the 
risk  of  breach  and  potential  termination.  See  R.  Blair  &  L. 
Kenny,  supra  note  22,  at  161-66.  This  premium  may  not  be 
socially  wasteful  because  the  franchisee's  consumers  receive 
supra-competitive  quality. 

35  The  expenditures  are  necessary  to  maintain  a 
particular  standard  of  quality  consumers'  expect.  These 
expenditures  may  raise  franchisees'  costs;  but,  the  costs  are 
used  to  maintain  goodwill  and  to  differentiate  the  franchise 
from  other  competitors.  As  such,  the  expenditures  contribute 
to  competition  in  the  marketplace.   See,  e.g. ,  Stigler,  Price 
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An  additional  rationale  for  relaxing  legal  constraints 
on  product  quality  control  mechanisms  is  the  minimization  of 
contract  enforcement  costs.   Undoubtedly,  the  costs  of 
enforcing  contractual  terms  through  a  third  party  are 
prohibitive.   Courts  and  alternative  methods  of  dispute 
resolution  are  costly  and  time-consuming  means  of  enforcing 
agreements  and  assessing  damages.   Oftentimes  contracting 
parties  substitute  self-enforcing  mechanisms  to  avoid  such 
delays  and  expenses.136  Particularly  with  long  term 
relationships  where  neither  party  expects  the  other  to  be 
reliable,  self -enforcing  agreements  replace  third  party 
enforcement  of  contract  terms.137  In  case  of  a  breach,  no 
third  party  intervenes  to  determine  whether  a  violation 
occurred;  nor  is  any  standard  such  as  "willful"  or  "good 
cause"  applied.138  Instead,  the  terminating  party  forfeits 
some  asset  pledged  in  case  of  termination.   So,  self- 
enforcing  agreements  base  their  effectiveness  on  the  same 
rationale  underlying  bonding  agreements:  parties  will  not 
terminate  unless  it  is  in  their  economic  interest  to  do 
so.139 


and  Non-price  Competition.  76  J.  Pol.  Econ.  149  (1968) . 

136  See  Telser,  supra  note  63,  at  28. 

137  Id.  at  29-30. 

138  Id.  at  27-28. 

139  For  example,  "[a]  party  to  a  self -enforcing  agreement 
calculates  whether  his  gain  from  violating  the  agreement  is 
greater  or  less  than  the  loss  of  future  net  benefits  that  he 
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Finally,  the  characteristics  of  a  franchised  good  or 
service  is  directly  related  to  the  method  of  product  quality 
assurance.   For  example,  a  franchisor  of  shoes  faces  a 
different  quality  control  problem  than  a  fast-food 
franchise.   Consumers  can  directly  inspect  shoes  before 
purchase  to  determine  product  quality.   Fast-food,  however, 
must  be  consumed  before  a  consumer  can  judge  its  quality. 
So,  a  taxonomy  of  goods  and  services  results.   Goods  whose 
qualities  can  be  determined  pre-purchase  are  termed  "search 
goods"  while  goods  whose  qualities  are  determined  post- 
purchase  are  termed  "experience  goods".140  Examples  of 
search  and  experience  goods  are  shoes  and  fast-food 
respectively.   A  third  category,  "credence  goods",  are  those 
whose  qualities  cannot  be  evaluated  through  direct 
inspection  or  use.141  An  example  of  a  credence  good  is 
physician  services. 

The  importance  of  distinguishing  between  experience, 
search  and  credence  goods  is  twofold.   First,  a  franchisor 
may  use  various  quality  maintenance  mechanisms  according  to 
the  inherent  characteristics  of  the  franchised  good  or 
service.   Maintaining  a  consistent  level  of  product  quality 


would  incur  as  a  result  of  detection  of  his  violation  and  the 
consequent  termination  of  the  agreement  by  the  other  party." 
Id.  at  28. 

140  Nelson,  Information  and  Consumer  Behavior.  78  J.  Pol. 
Econ.  311,  311-13  (1970). 

141  Darby  &  Kami,  Free  Competition  and  the  Optimal 
Amount  of  Fraud.  16  J.  L.  &  Econ.  67,  68-69  (1973). 
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may  be  of  greater  concern  to  high-price  search  good 
franchises  than  to  low-price  experience  good  franchises. 
For  example,  consumers  are  generally  willing  to  sample  a 
meal  from  McDonald's  more  frequently  than  an  automobile  from 
Ford.142  Second,  the  economic  justifications  for  different 
quality  control  mechanisms  vary  between  search,  experience 
and  credence  goods.   A  search  good,  such  as  shoes,  may 
require  less  franchisor  monitoring  than  an  experience  good 
such  as  fast-food.   As  a  result,  the  type  of  goods 
influences  the  amount  and  cost  of  product  quality  policing. 

Economic  Analysis  of  Bonding  Agreements 

In  the  law,  penalty  and  unilateral  termination  clauses 
have  opprobrious  and  repugnant  connotations;  in  economics, 
however,  their  existence  finds  justification.143  In  fact, 
the  economic  vindication  of  bonding  agreements  transcends 
the  franchise  relationship  finding  applications  in  non- 


142  The  lower  the  price  of  an  experience  good,  the 
greater  the  likelihood  consumers  are  willing  to  test  such 
goods  multiple  times  before  formulating  a  conclusion  as  to 
product  quality.  However,  consumers  will  invest  a  greater 
level  of  time  and  inspection  before  purchasing  high-priced 
search  goods.  The  amount  of  information  consumers  demand 
prior  to  making  a  purchase  of  either  a  search  or  experience 
good  relates  directly  to  the  price  of  the  good.  Nelson, 
Advertising  as  Information.  82  J.  Pol.  Econ.  729,  737-38 
(1974). 

143  But  see  Clarkson,  Miller  &  Muris,  Liquidated  Damages 
v.  Penalties;  Sense  or  Nonsense?.  1978  Wise.  L.  Rev.  351 
(arguing  policy  of  not  enforcing  penalty  clauses  is 
efficient) . 
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commercial  areas.144  Because  a  rational  economic  agent  is 
presumed  to  avoid  costs,  the  primary  way  of  deterring 
conduct  is  to  impose  penalties  of  appropriate  magnitude. 
This  imposition  of  penalties  or  forfeitures  is  the 
foundation  of  economic  behavior  modification. 

Penalty  clauses 

Franchisees  who  provide  substandard  products  breach  the 
franchise  agreement  and  damage  the  entire  franchise  system 
by  diminishing  the  franchise's  goodwill.145  If  the 
franchisor  merely  collects  damages,  as  measured  by  the 
amount  of  costs  the  franchisee  avoided,  the  franchisee  has 
very  little  incentive  to  be  honest.   Given  a  particular 
probability  of  detection,  a  franchisee  will  always  cheat  and 
reimburse  the  franchisor  for  lost  sales  and  avoided 
costs.146  In  this  situation,  the  franchisor  must 


See,  e.g. .  Becker,  Crime  and  Punishment;  An  Economic 
Approach .  76  J.  Pol.  Econ.  169  (1968) (characterizing  criminal 
sanctions  in  economic  terms) .  Much  of  the  literature  on 
channeling  agent's  behavior  relies  upon  the  model  of 
deterrence  originally  applied  in  the  criminal  law  context. 
See  also  A.  Polinskv.  An  Introduction  to  Law  &  Economics.  73- 
84  (1983) (discussion  of  optimal  deterrence  models  for  risk- 
neutral  and  risk-averse  individuals) . 

145  See  supra  notes  32-36  and  accompanying  text. 


146 


See  Klein  &  Saft,  supra  note  32,  at  352.  Suppose  the 
probability  of  detection  is  0.1  each  year.  If  the  franchisee 
continually  cheats,  it  will  find  it  profitable  to  do  so  in  9 
of  10  years.  In  one  year,  the  franchisee  will  have  to 
disgorge  profits;  but  overall,  the  franchisee  has  not  been 
deterred  and  will  continue  to  cheat.  Of  course,  this  analysis 
assumes  a  probability  of  detection  less  than  one. 
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continually  monitor  the  franchisees  to  prevent  their 
diminishing  the  level  of  product  quality.   The  costs  of 
monitoring  could  be  substantial  and  enforcement  necessarily 
imperfect.147 

One  way  of  reducing  these  policing  costs  is  for  the 
franchisor  to  institute  supercompensatory  damages148  or 
penalty  clauses.   If  the  shirking  franchisee  must  compensate 
the  entire  franchise  system  for  damages  due  to  a  reduced 
level  of  sales  and  goodwill,  there  is  a  greater  likelihood 
of  deterrence.149  In  this  case,  the  level  of  damages, 
though  resembling  punitive,  are  actually  compensatory.150 


4/  Imperfect  enforcement  exists  when  the  costs  of 
detection  and  enforcement  results  in  breachers  being  penalized 
with  a  probability  less  than  one.  See  Farber,  Reassessing  the 
Economic  Efficiency  of  Compensatory  Damages  for  Breach  of 
Contract,  66  Va.  L.  Rev.  1443,  1455-63  (1980). 

148  Plaintiffs  are  often  undercompensated  in  contract 
actions  because  of  transactions  costs  and  imperfect 
information.  Consequently,  some  types  of  contracts  are 
underenforced  resulting  in  excessive  levels  of  breach  and 
resort  to  self-help  remedies.  See  id.  at  1444-45. 
Supercompensatory  damages,  which  are  damages  in  excess  of 
directly  compensatory  damages,  can  improve  economic  efficiency 
in  these  situations. 

149  See  id.  at  1462-64.  Increasing  damages  progressively 
removes  two  sources  of  inefficiency:  cheating  by  franchisees 
and  detection  costs  by  franchisors.   Id.  at  1462. 

150  Analytically,  the  measure  of  damages  attributable  to 
a  franchisee's  breach  of  product  quality  standards  includes 
total  lost  sales,  present  and  future,  due  to  reduced  levels  of 
consumer  demand  and  goodwill.  See  Klein  &  Saft,  supra  note 
32,  at  352  n.23.  The  authors  state  that  a  franchisee  will 
continue  cheating  on  the  franchise  unless  a  penalty  clause  is 
included  in  the  contract.  It  is  "[a]  penalty  term  in  the 
sense  that,  when  detected,  the  franchisee  would  pay  more  to 
the  franchisor  than  the  cost  saving  resulting  from  the  supply 
of  lower  quality  in  the  individual  transaction.   It  need  not 
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They  appear  punitive  because  they  exceed  the  level  of  self- 
enrichment  the  franchisee  receives.151  Because  the 
franchisee  takes  account  of  only  its  own  costs  and  benefits, 
its  expected  benefits  of  cheating  may  be  less  than  the 
damage  to  the  franchise  system  overall.152  True  penalty 
clauses  would  require  payments  in  excess  of  the  damages  to 
the  franchise  system  attributable  to  the  franchisee's 


be  a  penalty  in  the  sense  of  a  payment  greater  than  the 
estimated  cost  of  lower  quality  on  all  transactions  likely  to 
have  been  made  prior  to  detection  plus  capital  depreciation  of 
the  franchisor's  brand  name."   Id. 

iM  An  analogy  to  the  franchise  context  is  the 
contractual  situation  between  cooperative  marketing 
associations  and  their  members.  5  S.  Williston,  A  Treatise  on 
the  Law  of  Contracts  §783  (3d  ed.  1961  &  Supp.  1986) .  The 
authors  cite  United  States  v.  Le  Roy  Dyal  Co.,  Inc.  186  F.2d 
460  (3d  Cir.  1950)  stating: 

These  contracts  made  between  the  association  and  its 
members,  provide  that  the  member  shall  market  a  given 
crop  exclusively  with  the  association  and  stipulate  an 
amount  of  liquidated  damages  in  case  the  member  sells 
elsewhere  ...  [i]f  any  member  breaks  his  contract  by  not 
bringing  his  produce  into  the  pool  controlled  by  the 
selling  agent  ...  he  may  cause  damage  to  the  association 
and  its  members  which,  while  very  substantial,  will  be 
difficult  to  value  precisely. 

Id.  at  462,  citing  English  Hop  Growers  Ltd.  v.  Dering,  [1928] 
2  K.B.  174,  182. 

152  See  C.  Goetz.  Law  &  Economics .  314-15  (1984). 
Generally,  individuals  take  account  only  of  those  costs  and 
benefits  they  must  directly  bear.  However,  individual  actions 
often  impose  costs  on  others.  If  the  individual  does  not  take 
account  of  these  external  costs,  inefficiency  results.  So, 
shirking  franchisee  not  having  to  consider  the  external  costs 
of  reduced  goodwill  on  the  franchise  system  are  underdeterred 
in  their  underproduction  of  quality.  In  such  a  case,  the 
franchisor  and  other  franchisees  suffer  harm.  Requiring 
shirking  franchisees  to  compensate  for  these  losses  forces  the 
franchisee  to  consider  the  external  effects  of  its  actions. 
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action.   Theoretically,  such  penalty  clauses  would  provide  a 
level  of  deterrence  not  available  through  ordinary 
liquidated  damages  provisions.153  Because  the  franchisor's 
goal  is  to  prevent  franchisee  cheating,  penalty  clauses 
would  provide  a  low-cost  means  of  deterrence. 

For  example,  assuming  the  costs  of  avoiding  detection 
outweigh  compliance  with  quality  standards,154  the 
franchisee  will  be  forced  to  make  a  cost/benefit  decision. 
The  franchisee  must  decide  what  minimal  level  of  product 
quality  is  sufficient  to  satisfy  the  particular  franchisee's 
consumers'  expectations  and  to  satisfy  franchise  standards 
in  case  of  inspection.   First,  the  franchisee  has  an 
independent  self-interest  in  maintaining  product  quality 
especially  when  the  franchisee's  location  results  in  a  high 
level  of  repeat  business.155  Additionally,  the  franchisee 


153  See  Farber,  supra  note  147,  at  1476.  Absent  a 
termination  clause,  a  franchisee's  incentive  to  totally  comply 
with  the  terms  of  a  product  quality  agreement  is  minimal. 
Suppose  the  likelihood  of  a  franchisor  detecting  a  breach  in 
a  given  year  is  10%  and  damages  are  equal  to  the  level  of 
franchisee  profits  (or  costs  avoided)  of,  say,  $1000.  The 
expected  value  of  continually  cheating  is  $900  because  for 
every  time  the  franchisee  is  detected  cheating  and  forced  to 
disgorge  profits,  on  average  the  franchisee  will  avoid 
detection  nine  times.  Without  a  punitive  element  to  the 
damages,  franchisees  will  always  find  it  in  their  best 
interest  to  cheat. 

154  This  assumption  will  not  hold  for  certain  types  of 
franchise  agreements.  If  the  cost  of  complying  with  quality 
standards  is  exceedingly  high,  franchisees  will  continue  to 
provide  substandard  products  but  attempt  to  avoid  detection. 

155  For  example,  a  fast-food  franchise  located  near  an 
interstate  highway  exit  is  less  likely  to  rely  on  repeat 
business  compared  to  a  location  adjoining  a  business  center. 
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has  an  interest  in  avoiding  franchisor  sanctions  for  product 
quality  breaches.   In  some  instances,  the  former  interest 
may  result  in  a  product  quality  level  sufficient  to  satisfy 
the  latter.   However,  absent  this  situation,  the 
franchisee's  strategy  is  dependent  upon  these  factors:  (1) 
the  probability  of  inspection;  (2)  the  probability  of 
detection;  and  (3)  sanctions  for  detected  violations.   In 
short,  the  expected  benefits  of  breach  must  exceed  the 
expected  costs  of  a  violation  for  the  franchisee  to  set  a 
substandard  level  of  product  quality. 

A  franchisor  could  ensure  a  particular  level  of  product 
quality  without  an  elaborate  monitoring  system  by 
instituting  a  system  of  fines  set  at  appropriate  levels. 
The  greater  the  magnitude  of  sanctions  for  breach  of  product 
quality  standards,  the  greater  the  franchisees'  incentive  to 
comply  with  the  standards.156  Franchisors  would  not  need  to 
expend  as  much  on  policing  costs  to  maintain  a  particular 
level  of  product  quality  because  the  greater  the  fine  to  the 


The  location  with  a  high  level  of  repeat  sales  has  a  greater 
interest  in  maintaining  product  quality  standards. 

156  This  result  is  evident  in  the  franchisee's  expected 
cost  function.   The  cost  of  noncompliance  is: 

E  (cost)    =   E( (probability    of    detection    and 
punishment)  *  (fine)) 

For  example,  a  risk  neutral  franchisee  will  have  expected 
costs  of  $1000  if  the  probability  of  detection  is  one  percent 
and  the  fine  is  $100,000.  If  the  expected  benefits  of 
cheating  are  greater  than  $1000,  the  franchisee  will  find  it 
statistically  profitable  to  cheat. 
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franchisee  for  noncompliance,  the  greater  the  expected  cost 
of  noncompliance,  assuming  a  particular  probability  of 
detection.157  Consequently,  franchisors  could  allow  the 
probability  of  detection  to  fall  and  still  expect,  on 
average,  a  particular  quality  level  among  franchisees' 
products.   As  the  franchisor  decreases  the  level  of 
monitoring,  there  is  a  decline  in  the  probability  of 
detection;   in  this  manner,  the  franchisor  reduces 
monitoring  expenditures  while  maintaining  the  same 
disincentive  against  franchisee  cheating.158 

A  number  of  other  rationales  have  developed  for  the  use 
of  penalty  clauses.   First,  penalty  clauses  have  an 


157  The  mathematical  relationship  is: 

Net  expected  benefits  =  E  (marginal  revenue  Q,)  -  E  (costs) 

=  E  (marginal  revenue  qJ  -  E  (P  *  Fine) 

Where  Q,  =  quality  level  set  by  franchisee 

P  =  probability  of  detection  and  punishment 
Fine  =  cheating  fine  set  by  franchisor 

Consequently,  as  the  level  of  fine  increases,  the  expected 
costs  increase  causing  a  decline  in  the  net  expected  benefits 
from  cheating.  However,  holding  net  expected  benefits 
constant,  the  probability  of  detection  must  fall.  The 
franchisor  need  only  increase  the  level  of  fine  to  reduce  the 
level  of  detection  costs  necessary  to  maintain  the  current 
level  of  "cheating." 

158  The  relationship  between  monitoring  expenditures  and 
probability  of  detection  is  positively  correlated  and  probably 
nonlinear.  As  franchisor  expenditures  on  monitoring  increase, 
the  probability  of  detection  should  increase.  Conversely,  a 
decrease  in  expenditures  should  result  in  a  decreased 
probability  of  detection.  However,  there  are  decreasing 
returns  to  monitoring  expenditures;  as  expenditures  increase, 
the  probability  of  detection  rises  but  at  a  decreasing  rate. 
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informational  aspect.   A  party  voluntarily  accepting  a 
penalty  clause  provision  may  be  signalling  his  willingness 
to  establish  a  reputation  for  performance.159   Second, 
penalty  clauses  may  be  methods  of  allocating  risks  in  case 
of  a  breach.   If  expected  damages  are  uncertain  or  difficult 
to  establish,  or  if  one  party  is  more  risk-averse  than  the 
other,  the  parties  may  desire  to  specify  such  damages.160 
These  contractually  stipulated  damages  may  exceed  the  actual 
pecuniary  measure  of  damages  upon  a  subsequent  breach.161 
Third,  punitive  damages  provide  a  means  of  minimizing  the 
impact  of  imperfect  enforcement.   When  the  probability  of 
detection  and  enforcement  is  less  than  one,  contract 
breachers  will  always  find  it  in  their  interest  to  breach. 


159  See  T.  Kronman  &  R.  Posner.  The  Economics  of  Contract 
Law,  224  (1979).  See  also  Rea,  Efficiency  Implications  of 
Penalties  and  Liquidated  Damages.  13  J.L.  Stud.  147  (1984) . 
"Although  no  one  ever  knows  for  sure  that  he  will  honor  a 
contract,  those  who  know  that  they  are  more  likely  to  honor 
than  other  will  find  it  less  costly  to  agree  to  penalty 
clauses.  If  buyers  cannot  differentiate  low  risk  from  high 
risk  sellers,  a  seller's  acceptance  of  a  penalty  clause  is  a 
signal  of  a  low  probability  of  breach."  Id.  at  156.  The 
author  provides  the  example  of  a  company  placing  a  security 
deposit  in  a  bank  offering  purchasers  of  an  influenza  medicine 
a  cash  payment  if  the  medicine  failed  to  work.  Id.  at  n.37 
(citing  Carlill  v.  Carbolic  Smoke  Ball  Co.  [1893]  1  Q.B.  256 
(C.A.)). 

160  See  Goetz  &  Scott,  supra  note  97  at  556. 

161  Id.  The  authors  contend  that  courts,  because  of 
their  unwillingness  to  compensate  nonpecuniary  losses  such  as 
risk  allocation,  have  undercompensated  victims  of  breach. 
Consequently,  contracting  parties  have  sought  other  means  of 
risk  allocation.  Id.  at  555.  But  cf .  Rea,  Nonpecuniary  Loss 
and  Breach  of  Contract.  11  J.L.  Stud.  35  (1982)  (nonpecuniary 
losses  not  fully  compensated  in  an  efficient  contract) . 
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Penalty  clauses  allow  a  franchisor  to  minimize  monitoring 
costs  in  these  instances.162  Arguably  the  optimal  measure 
of  punitive  damages  would  be  infinite  causing  the 
probability  of  breach  to  approach  zero.163  However,  because 
most  individuals  are  risk-averse,  the  level  of  damages  need 
not  be  "draconian"  to  force  the  probability  of  breach  close 
to  zero.164 

Penalty  clauses  may  be  inappropriate  when  either  party 
can  affect  the  probability  of  a  breach.   If  a  party  to  a 
contract  can  benefit  by  influencing  the  probability  of 
breach,  a  moral  hazard  problem  exists.165   For  example,  a 


162  See  Farber,  supra  note  147.  The  author  demonstrates 
that  increasing  the  level  of  damages  reduces  detection  and 
agency  costs.   Id.  at  1462. 

163  Id.   The  author  states: 

Efficiency  thus  can  always  be  increased  by  increasing 
damages;  complete  efficiency  would  apparently  require 
infinitely  high  punitive  damages.  This  result  may  seem 
puzzling.  One  might  expect  that  with  sufficiently  high 
damages,  [franchisees]  would  be  completely  deterred  from 
breach.  While  the  deterrent  effect  of  damages  obviously 
does  increase  with  higher  damages,  the  incentive  for 
[franchisors]  to  engage  in  detection  decreases  as  the 
level  of  breach  decreases.  The  decreased  level  of 
detection  undermines  the  deterrent  effect  of  increased 
damages  by  decreasing  the  probability  of  being  caught. 
As  a  result,  the  level  of  breach  declines  as  damages 
increase,  but  never  reaches  zero. 

Id.  at  1462. 

164  Id.  at  n.67.  At  some  level  the  amount  of  damages 
will  be  sufficiently  high,  given  the  franchisee's  wealth, 
forcing  the  franchisee  into  strict  compliance  with  the 
franchise  contract. 

165  See  Rea,  supra  note  159,  at  155. 
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franchisor  who  insures  quality  through  a  penalty  clause  has 
a  reduced  incentive  to  invest  energies  in  assisting 
franchisees  with  quality  control.   Conversely,  high  punitive 
damages  increase  the  franchisor's  incentive  to  discover  a 
franchisee's  breach  and  profit  from  the  penalty 
provision.166  This  incentive  is  tempered  by  the 
franchisor's  interest  in  maintaining  long  term  relations 
with  existing  and  potential  franchisees.167 

In  the  legal  literature,  there  is  no  general  consensus 
regarding  the  proper  distinction  between  liquidated  damages 
and  penalty  clauses.   There  actually  is  a  continuum  of 
damage  measures  that  includes  compensatory,  liquidated, 
supercompensatory  and  punitive.   The  economic  analysis 


166  See  Clarkson,  Muris  &  Miller,  supra  note  143,  at  369- 
70.  The  authors  assert  that  if  a  promisee  has  more  to  gain 
from  the  promisor's  breach,  the  promisee  will  expend  resources 
on  inducing  a  breach;  in  like  manner,  the  promisor  will 
counter  the  promisor's  efforts  with  socially  wasteful 
investments  of  resources.  Id.  But  see  T.  Kronman  &  R. 
Posner.  supra  note  159,  at  225.   The  authors  state: 

If  the  penalty  clause  survives  the  negotiation  process, 
that  is  presumably  because  the  benefits  to  the  promisee 
exceed  the  costs  to  the  promisor.  However  costly  a 
contract  containing  a  penalty  clause  may  be,  all  of  the 
relevant  costs  are  fully  borne  by  the  contracting  parties 
and  therefore  will  be  taken  into  account  in  the 
negotiation.  Only  if  it  is  believed  that  the  parties 
will  fail  to  assess  these  costs  correctly  is  there  is  a 
basis  for  intervention;  the  basis,  however,  is 
paternalism  rather  than  efficiency. 

Id. 

167  See  generally  Kornhauser,  Reliance.  Reputation,  and 
Breach  of  Contract.  26  J.L.  &  Econ.  691  (1983)  (reputation 
substitutes,  at  least  partially,  for  legal  rules) . 
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suggests  that  each  of  these  measures  may  be  beneficial  in 
various  situations.   In  particular,  supercompensatory  and 
punitive  damages  both  tend  to  increase  efficiency  by 
reducing  policing,  transactions  and  agency  costs. 
Consequently,  policy  makers  should  consider  the  efficiency 
enhancing  attributes  of  these  clauses  despite  their  legally 
maleficent  status.168 


Firm-specific  capital  assets  and  initial  franchise  Payments 

A  second  way  franchisors  use  bonding  agreements  to 
channel  franchisee  behavior  is  to  include  termination 
clauses  in  franchise  contracts.   Upon  a  franchisee's 
material  breach  of  the  agreement,169  the  franchisor  is 
authorized  to  terminate  the  relationship.170  Termination 


168  See  supra  notes  148-64  and  accompanying  text. 

169  The  materiality  of  the  breach  has  caused  concerned 
legislators  to  institute  "good  cause"  requirements  in  some 
states.  This  type  of  legislation  is  designed  to  prevent  the 
malevolent  franchisor  from  terminating  franchisees  without 
providing  proper  notice  and  reasons.  Some  states  limit 
termination  to  particular  situations  and  impose  post- 
termination  conditions  upon  franchisors.  See  discussion  supra 
notes  112-23  and  accompanying  text.  See  also,  supra  note  114 
discussing  Judge  Posner's  "common  sense"  approach  to 
materiality. 

170  Terminable  at  will  clauses  may  be  more  cost-efficient 
than  termination  for  cause  provisions.  Because  of  the 
drafting  difficulties  involved  in  specifying  the  precise 
contingencies  for  a  termination,  which  a  court  might 
misconstrue,  a  terminable  at  will  clause  allows  a  franchisor 
to  "more  effectively  eliminate  cheating  because  the  costs  of 
proving  cheating  to  an  external  observer,  such  as  a  court, 
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often  leaves  the  franchisee  with  specialized  inventories  and 
franchise-specific  capital  assets.171  These  assets  may  have 
little  or  no  value  outside  of  their  use  in  the  particular 
franchise.   Consequently,  termination  could  impose  a 
substantial  financial  burden  on  the  franchisee.   This  burden 
is  reduced  to  the  extent  the  assets  have  resale  value.   But, 
to  the  extent  the  assets  have  reduced  value  outside  the 
franchise  relationship,  they  can  serve  as  sources  of 
franchisor  control  over  franchisee  performance  in  a  bonding 
agreement . 172 


would  be  avoided  and  the  franchisee  would  know  that  detection 
results  in  swift  termination."  Muris,  supra  note  45,  at  575. 

171  See  Williamson,  supra  note  6,  at  521-23.  "Costs  that 
are  highly  specific  to  a  transaction  have  two  attributes:  they 
are  incurred  in  advance  of  the  contemplated  exchange;  and 
their  value  in  alternative  uses,  or  by  alternative  users,  is 
greatly  reduced."  Id.  at  522.  Common  examples  of  such  costs 
are  physical  plant  or  fixed  accounting  costs;  however, 
investments  in  labor  can  produce  transaction  specific  human 
capital.   Id. 

172  See,  e.g.  .  In  re  Tastee-Freeze  Intl.,  82  F.T.C.  1195 
(1973)  .  This  case  involved  a  franchisor  requiring  franchisees 
to  purchase  soft  ice  cream  equipment;  however,  the  equipment 
required  a  patented  feeder  mechanism  the  franchisor  rented  for 
one  dollar  per  month.  Without  the  mechanism,  the  franchisee's 
equipment  had  little  market  value  and  the  value  of  the 
franchisee's  investment  would  be  lost  upon  termination.  So, 
the  investment  in  the  equipment  served  the  franchisor's  goal 
of  assuring  product  quality  (or  franchisee  compliance  in 
general)  by  acting  as  security  against  a  franchisee  breach. 
However,  if  the  franchisor  had  rented  the  equipment  and 
mechanism  together,  it  would  lose  financial  leverage  because 
it  could  not  impose  a  capital  loss  on  the  franchisee  upon 
termination.  A  similar  result  follows  if  the  mechanism  were 
sold  to  franchisees;  in  this  case,  the  franchisee  could  sell 
the  equipment  and  mechanism  upon  termination  without  a  capital 
loss.  See  Klein,  Crawford,  &  Alchian,  supra  note  2,  at  306  n. 
17. 
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Most  franchise  agreements  require  franchisees  pay  large 
initial  lump  sum  fees  to  acquire  a  franchise.   These 
payments  are  generally  nonrecoverable  unless  the  franchisor 
acts  in  a  fraudulent  or  illegal  manner  in  their  procurement. 
The  franchisee  expects  to  recoup  its  franchise  investment  in 
later  years  from  profits  earned  from  its  own  operations.173 
So,  the  initial  capital  outlay  provides  a  number  of  economic 
effects.   Because  the  franchisee  intends  to  recover  its 
investment,  it  has  the  incentive  to  maintain  an  adequate 
level  of  product  quality  to  ensure  an  adequate  financial 
return.   However,  the  possibility  of  termination  and  the 
imposition  of  a  capital  loss  for  breaching  the  franchise 
agreement  weighs  heavily  upon  the  franchisee's  choice  of 
product  quality  levels  as  well.   The  combination  of  these 
effects  influence  the  franchisee's  product  quality  decision 
towards  compliance  with  the  franchise  standards. 

Economic  Analysis  of  Tying 

The  economic  analyses  of  tying  has  been  extensive.   In 
most  instances,  economic  commentators  fail  to  discover  any 
of  the  evil  effects  attributed  to  tying  arrangements.   The 
primary  concern  with  tying  is  the  alleged  potential  for  a 
monopolist  to  expand  its  power  into  the  tied  product  market. 


173  These  future  expected  profits  are  termed  "quasi- 
rents."  Quasi-rents  are  returns  to  short-run  fixed  inputs 
measured  as  the  difference  between  short  run  total  revenue  and 
short  run  total  variable  costs.  See  C.  Ferguson  &  J.  Gould. 
supra  note  124,  at  381-83. 
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However,  this  leverage  theory  has  been  largely 
discredited.174  Economic  theory  demonstrates  that  monopoly 
power  in  one  market  can  not  generally  be  extended  into 
another.175  Tying  has  also  been  criticized  as  a  method  of 
price  discrimination.176  Again,  economic  theory  has 
rebutted  the  reputed  anticompetitive  effects  such  a  theory 
alleges.177  In  fact,  tying  has  a  number  of  pro-competitive 
justifications.   For  example,  when  the  tied  and  tying  goods 
are  technologically  interdependent,  the  tying  good  may  not 
perform  satisfactorily  without  the  specific  tied  good.   The 
franchisor  may  wish  to  protect  its  goodwill  by  instituting  a 
tie.178  Another  justification  is  the  exploitation  of 


174  See  R.  Bork.  The  Antitrust  Paradox.  363-381  (1978). 
"The  law's  theory  of  tying  arrangements  is  merely  another 
example  of  the  discredited  transfer-of -power  theory,  and 
perhaps  no  variety  of  that  theory  has  been  so  thoroughly  and 
repeatedly  demolished  in  the  legal  and  economic  literature." 
Id.  at  372. 

175  See  generally  R.  Blair  &  D.  Kaserman,  supra  note  81, 
at  403-04  (economic  analysis  of  judicial  concerns  with  market 
foreclosure  and  denial  of  consumers'  freedom  of  choice). 

176  See,  e.g.  .  Bowman,  supra  note  70.  However,  tying  is 
more  properly  defined  as  a  metering  method  rather  than  a  form 
of  price  discrimination.  See  Hansen  &  Roberts,  Metered  Tying 
Arrangements.  Allocative  Efficiency,  and  Price  Discrimination. 
47  S.  Econ.  J.  73  (1980)  . 

177  See  R.  Posner.  Antitrust  Law:  An  Economic 
Perspective.  173-84  (1976) (tying,  a  form  of  unilateral 
noncoercive  monopolization,  is  condemned  only  if  used  as 
systematic  form  of  price  discrimination) . 

178  See  Blair  &  Finci,  supra  note  80  at  545.  See,  e.g. . 
United  States  v.  Jerrold  Elec.  Corp.,  187  F.  Supp.  545  (E.D. 
Pa.  1960),  aff 'd  365  U.S.  567  (1961) (compulsory  service 
contract  reasonable  method  of  assuring  long-term  success  of 
new  business  with  highly  uncertain  future) . 


68 
economies  of  joint  sales.   If  the  sale  or  production  of  two 
goods  is  more  cost-efficient  than  if  separately  provided,  a 
seller  can  lower  its  costs  through  a  tie.179  Tie-ins  may 
also  mitigate  the  influence  of  risk  and  uncertainty,180  or 
be  means  of  promotional  selling.181 

Most  commentators  find  tying  to  be  an  efficient 
policing  device  to  counteract  the  free  rider  problem.182 
Their  primary  argument  is  that  contractual  minimum  product 
quality  standards  fail  because  franchisees  find  it  in  their 
financial  interest  to  breach  the  contract  by  cheating.183 
So,  franchisor's  must  penalize  such  breaches,  in  most  cases 
with  termination  because  the  use  of  penalty  clauses  is 
illegal.   But  for  termination  to  be  effective,  franchisors 
must  devise  methods  of  ensuring  franchisees  invest  in 
specific  nonsalvageable  assets.184  Consequently,  the  result 
of  tying 's  illegality  is  franchisors'  substitution  of  more 
cumbersome  and  inefficient  quality  assurance  mechanisms. 
The  franchisor  has  the  choice  of  incurring  greater  policing 
costs  or  allowing  product  quality  to  erode.   In  either  case, 
social  welfare  declines. 


See  Blair  &  Finci,  supra  note  80  at  549-50. 

180  See  supra  notes  75-77  and  accompanying  text. 

181  See  Blair  &  Finci,  supra  note  80  at  551-52. 

182  See,  e.g.  .  Klein  &  Saft,  supra  note  32  at  351. 

183  Id. 

184  Id.  at  352. 
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Balanced  against  the  pro-competitive  arguments  for 
tying  are  those  urging  that  tying  is  a  coercive  and 
exclusionary  practice.   However,  in  light  of  the  protracted 
and  exceedingly  vigorous  debate  over  the  past  two  decades, 
it  seems  apparent  that  tying  has  a  generally  neutral  and 
oftentimes  positive  effect  on  social  welfare.   As  such, 
legal  standards  should  give  way  to  economic  realities.185 

Wealth  Redistribution  and  Relational  Contracts 

A  related  concern  with  tying,  penalty  clauses  and 
termination  provisions  is  the  potential  for  redistributions 
of  wealth  between  franchisor  and  franchisee.   Tying 
arrangements,  for  example,  allow  franchisors  to  collect 
revenues  from  franchisees  by  requiring  the  purchase  of  a 
particular  bundle  of  items.   The  franchisor  may  set  the 
price  of  the  tied  bundle  at  a  level  that  approximates  a 
percentage  royalty.   While  revenue  generating  methods  such 
as  royalties  on  sales  and  franchise  fees  pose  no  outcry,  the 
tying  extractions  evoke  feelings  of  "unfairness."   The 
economic  result  of  all  these  methods  is  the  franchisee's 
compensation  of  the  franchisor  for  the  benefits  of  being  a 
part  of  the  system.   If  the  tie-in,  or  other  quality  control 
mechanism,  is  contained  in  the  original  franchise  agreement, 


185  "That  the  law's  course  remained  utterly  undeflected 
for  so  long  casts  an  illuminating  and,  if  you  are  of  a 
sardonic  turn  of  mind,  amusing  sidelight  upon  the  relation  of 
scholarship  to  judicial  lawmaking."  R.  Bork.  supra  note  174, 
at  372. 
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there  can  seemingly  be  no  objection,  absent  fraud  or  duress, 
to  the  resulting  exchange  between  franchisor  and  franchisee. 
This  transfer  of  wealth  between  contractually-bound  parties 
is  simply  a  bargain  fulfilled. 

Another  example  is  post-contractual  tie-ins  under 
broadly-phrased  franchise  clauses  that  franchisors  invoke  to 
alter  or  tighten  product  quality  standards.   Franchisor's 
may  utilize  such  clauses  to  engage  in  opportunistic  behavior 
that  results  from  the  nature  of  the  relational  contract 
between  the  parties.186  This  opportunistic  behavior,  though 
outwardly  reproachful,  is  consistent  with  the  franchisor's 
primary  economic  interest:  maximizing  the  profits  that 
result  from  the  competitive  success  of  the  franchise  system. 
Consequently,  these  types  of  revenue  extractions  have 
limitations  because  franchisors  are  not  in  the  business  of 
bankrupting  franchisees.   The  franchisor's  main  interests 
are  maintaining  profitable  franchisees  and  an  eager  queue  of 
potential  franchisees.   A  franchisor's  short-sighted  and 
avaricious  extractions  of  additional  wealth  may  frustrate 
both  these  goals.187 


186  See  Klein,  Crawford,  &  Alchian,  supra  note  2.  The 
authors  explore  the  incentive  for  vertical  integration  based 
upon  the  possibility  of  post-contractual  opportunistic 
behavior  which  occurs  when  specialized  quasi-rents  are 
appropriable  from  one  party's  specific  capital  investment. 
Id.  at  297-98. 

187  The  court  in  Ungar  v.  Dunkin'  Donuts  of  America, 
Inc.,  531  F.2d  1211  (3d  Cir.  1976),  cert,  denied.  429  U.S.  823 
(1970),  provided  particularly  insightful  analysis  of  the 
franchisor-franchisee  relationship  by  stating: 
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From  an  economic  perspective,  the  effect  on  social 
welfare  from  the  transfer  of  wealth  from  franchisee  to 
franchisor  is  indeterminate  absent  some  standard  of 
comparing  interpersonal  satisfaction.188  In  fact,  erroneous 
conclusions  can  result  from  taking  the  transfer  in  isolation 
from  the  parties  previous  interactions.   This  type  of 
revenue  extraction  may  have  been  an  expectation  of  the 
parties  at  the  time  they  entered  the  franchise  agreement. 
Perhaps  a  highly  successful  franchisee  could  expect  the 
franchisor  to  impose,  within  the  legal  limits  of  the 
agreement,  additional  revenue-generating  provisions. 
Because  franchise  contracts  are  frequently  incomplete 


We  do  not  imagine  that  many  persons  are,  in  any 
meaningful  sense  forced  to  enter  franchise  agreements  . . . 
[W]e  would  expect  to  find  that  an  arrangement  apparently 
reasonable  at  its  inception  begins  to  seem  burdensome  to 
the  franchise  as  the  business  is  successfully 
established.  Only  from  the  successful  business  can  the 
franchisor  effectively  seek  a  continuing  return  on 
investment;  yet  as  the  venture  prospers,  the  franchisee, 
in  time,  may  come  to  regard  the  arrangement  as  onerous, 
restricting  his  profitability. 

Id.  at  1223. 

188  See,  e.g.  .  A.  Atkinson  &  J.  Stiglitz,  Lectures  on 
Public  Economics, 351-52  (1980).  One  method  of  public  policy 
analysis  establishes  a  procedure  for  determining  the  benefits 
and  costs  to  different  groups  and  then  assigning  a  "weight"  to 
each  group.  Under  this  type  of  analysis,  if  the  franchisor's 
and  franchisees'  welfare  are  given  equal  weight,  the  transfer 
of  $1  between  them  renders  social  utility  unchanged.  This 
Bergson-Samuelson  social  utility  function  requires  some 
determination  of  the  ethical  beliefs  underlying  the  proper 
weights;  unfortunately,  there  is  little  assistance  in  the 
economic  literature.  See  D.  Mueller.  Public  Choice.  181 
(1979). 
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regarding  future  recontracting  terms,189  franchisor 
discrimination  between  successful  and  less  successful 
franchisees  can  be  expected  as  a  means  of  extracting 
additional  profits  from  profitable  franchisees. 

Summary 

The  economic  analysis  of  tying,  termination  agreements 
and  penalty  clauses  reveals  the  discrepancies  between  the 
legal  justifications  for  allowing  certain  quality  control 
arrangements  and  not  others.   For  example,  some  courts 
uphold  termination  agreements  based  upon  violations  of 
contract  terms  despite  the  franchisee's  financial  loss 
resulting  from  forfeiture  of  assets  and  future  expected 
profits.   Given  the  same  factual  basis  for  termination,  no 
court  would  uphold  a  penalty  clause  sanctioning  the 
violation  in  question.   Even  though  the  magnitude  of  the 
penalty  may  be  less  than  the  economic  consequences  of 
termination,  courts  are  reluctant  to  enforce  such 
penalties.190  Consequently,  the  form  of  the  contractual 


189  See  supra  note  41  discussing  sequential  contingent 
contracts . 

190  For  example,  suppose  a  franchisee  upon  termination 
forfeits  $100,000  in  future  expected  profits.  If  the 
franchise  agreement  had  specified  a  $100,000  penalty  for  the 
same  breach,  it  is  highly  unlikely  any  court  would  uphold  such 
a  "draconian"  provision.  In  either  instance  the  franchisee 
loses  $100,000;  however,  under  the  penalty  provision  the 
franchisee  may  continue  operating  (absent  some  contrary 
contractual  provision)  while  the  terminated  franchisee  must 
forfeit  his  investment  and  find  another  business  opportunity. 
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provision  weighs  heavily  in  the  balance  when  a  franchisor 
seeks  termination  of  a  franchisee.   This  legal  anomaly191 
weakens  the  franchise  form  of  business  because  it  forces  the 
franchisor  to  utilize  the  harshest  form  of  control  (i.e. 
termination)  instead  of  an  intermediate  method 
( supercompensatory  damages  or  penalty  clauses) .   Because  the 
economic  impacts  of  termination  clauses  and  penalty  clauses 
are  very  similar,  a  more  unified  and  consistent  approach 
would  permit  the  use  of  such  intermediate  methods.192 

The  economic  effects  of  foreclosing  particular  methods 
of  product  quality  assurance  are  conceptually 
straightforward.   The  judicial  or  legislative  elimination  of 
one  method  causes  the  franchisor  to  search  for  the  next  best 
alternative.   Presumably,  the  franchisor  must  substitute  a 
more  costly  system  of  product  quality  maintenance.   Someone 


191 


"The  common  law,  at  the  same  time  that  it  was 
forbidding  penalty  clauses,  allowed  sellers  to  keep  deposits 
and  installment  payments  even  if  the  result  was  to  give  the 
seller  more  money  than  any  reasonable  estimate  of  his 
damages."  R.  Posner.  Economic  Analysis  of  Law  116  (3d  ed. 
1986) .  

192  One  argument  for  allowing  such  intermediate  methods 
is  to  avoid  the  use  of  one  uniformly  severe  penalty  (i.e. 
termination)  .  If  the  only  sanction  a  franchisor  can  impose  on 
a  breaching  franchisee  is  termination,  the  franchisee  has  an 
incentive  to  breach  not  just  the  marginally  important  contract 
terms,  but  any  and  all  others.  See,  id.,  at  208.  This  "all 
or  nothing"  approach  to  deterrence  eliminates  the  relative 
distinctions  between  various  types  of  breaches.  In  fact,  the 
lack  of  an  intermediate  sanction  probably  contributes  to  the 
incidence  of  franchisees  breaching  quality  and  cleanliness 
standards  without  the  fear  of  termination;  oftentimes,  these 
types  of  "non-material"  breaches  fall  outside  of  the  "good 
cause"  category  resulting  in  judicial  reluctance  to  enforce 
termination  clauses. 
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bears  these  additional  costs.   In  the  short  term,  it  may  be 
the  franchisor,  locked  into  a  particular  contractual 
arrangement  and  under  a  legal  duty  to  maintain  quality 
standards,193  who  experiences  reduced  profits.   However, 
following  the  institution  of  a  substitute  system  of  control, 
a  new  equilibrium  would  occur.   It  is  a  matter  of 
conjecture,  but  it  seems  probable  that  the  gross  profits  the 
franchise  system  can  now  conceivably  generate  are  reduced  by 
the  additional  amount  the  franchise  system  must  expend  on 
product  quality  assurance.194  The  division  of  this  lost 
profits  would  be  a  matter  of  bargaining  between  franchisor 
and  franchisee.   In  the  aggregate,  however,  there  is  a  net 
social  welfare  loss  equal  to  the  additional  resources 


193  One  source  of  this  legal  duty  is  the  trademark  laws. 
Franchisors  who  license  their  products  are  under  an 
affirmative  duty  to  assure  that  franchisees  (licensees) 
continue  to  maintain  product  quality.  A  franchisor  who 
permits  a  substandard  product  to  be  represented  under  its 
trademark  may  be  using  its  mark  in  a  deceptive  manner.  15 
U.S.C.  §§  1055,  1125  (1985).  See  also.  Note,  Quality  Control 
and  the  Antitrust  Laws  in  Trade-mark  Licensing ,  72  Yale  L.  J. 
1171  (1963) .  

This  additional  expenditure  on  product  quality 
assurance  may  cause  an  increase  in  the  marginal  or  fixed  costs 
of  production.  If  the  marginal  production  costs  increase, 
both  the  franchisor  and  franchisee  experience  reduced  profits, 
assuming  a  model  of  monopolistic  competition.  This  results 
from  the  upward  shift  of  the  supply  curve  causing  price  to 
increase  and  total  revenues  to  fall.  See,  e.g. .  C.  Ferguson 
&  J.  Gould.  Microeconomic  Theory  293-95  (4th  Ed.  1975) .  If 
the  increased  costs  take  the  form  of  a  lump  sum  expenditure, 
the  franchisor's  short  run  profits  fall;  the  franchisor  may 
attempt  to  allocate  these  costs  to  franchisees  through 
increased  royalty  rates  or  tied  input  costs.  The  long-run 
analysis  in  this  case  would  be  similar  to  an  increase  in 
marginal  costs:  price  increases  and  industry  output  decreases. 
Id.  at  300-01. 


75 
expended  on  a  relatively  more  inefficient  product  quality 
assurance  system.   With  the  goal  of  increasing  competition, 
limitations  on  quality  control  mechanisms  appear  to  protect 
no  one.   In  summary,  this  economic  argument  suggests  that 
consumer  welfare  may  actually  be  reduced  through  limitations 
on  the  use  of  penalty  clauses,  tying  arrangements,  and 
termination  agreements  for  quality  control  purposes. 

Recommendation  and  Conclusion 
The  franchisor's  goal  of  assuring  product  quality  is 
furthered  by  penalty  clauses,  tying  arrangements,  and 
termination  agreements.   Each  of  these  mechanisms  can 
provide  efficient  means  of  ensuring  franchisees  maintain  a 
particular  level  of  product  quality.   However,  economic 
theory  is  at  odds  with  current  legal  standards  governing  the 
use  of  these  methods.   This  essay  analyzes  various  quality 
control  mechanisms  courts  and  legislators  should  more 
closely  scrutinize  before  rejecting  them  as  harmful  to 
consumer  welfare.   In  particular,  penalty  clauses  serve 
legitimate  purposes  in  many  areas  of  commercial  law  by 
reducing  policing  and  agency  costs.   Yet  courts  find  their 
use  repugnant  to  public  policy.   Similarly,  tying 
arrangements  serve  analogous  purposes.   Judicial  hostility, 
though  historically  severe,  has  currently  waned  — 
indicating  a  willingness  of  courts  to  reanalyze  the  per  se 
treatment  of  tying.   Finally,  judicial  and  legislative 
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animosity  towards  franchise  termination  clauses  appears  to 
be  misdirected.   Termination  clauses  serve  useful  purposes 
and  are  based  on  principles  of  private  ordering  and  freedom 
of  contract.   Absent  franchisors'  fraudulent  or  blatantly 
anticompetitive  uses  of  such  clauses,  courts  and 
legislatures  should  carefully  consider  whether  maintaining 
or  expanding  the  use  of  franchisee  protectionism  favors 
consumers  or  current  franchisees. 


CHAPTER  2 

THE  STRUCTURE  OF  FLORIDA'S  MEDICAL  MALPRACTICE 
INSURANCE  MARKET:  IF  IT  AIN'T  BROKE,  DON'T  FIX  IT* 

Newspapers,1  magazines,2  and  academic  journals3  have 

focused  public  attention  on  the  general  crisis  in  liability 

insurance.   The  medical  malpractice  insurance  crisis  has 

polarized  the  positions  of  the  insurance  and  legal 

communities.   The  insurance  industry  views  the  problem  as 

part  of  a  general  litigation  explosion  driven  by 

overgenerous  jury  awards,  the  unpredictable  scope  of  tort 

liability,  overzealous  attorneys,  a  highly  litigious  social 

climate,  and  disproportionate  attorneys'  fees.   Not 

surprisingly,  the  litigation  bar  blames  skyrocketing 


Florida's  Tort  and  Insurance  Reform  Act  of  1986 
established  the  Academic  Task  Force  for  Review  of  the 
Insurance  and  Tort  Systems  to  investigate  problems  of 
affordability  and  availability  of  all  types  of  liability 
insurance.  Professor  Roger  Blair  and  Scott  Makar  participated 
as  members  of  the  Task  Force's  research  team  and  jointly 
prepared  this  chapter. 

1  See,  e.g. .  Strasser,  Both  Sides  Brace  for  Tort  Battle. 
Nat'l  L.J.,  Feb.  16,  1987,  at  1,  col.  4;  Insurance  Industry 
Under  Fire.  N.  Y.  Times,  June  9,  1986,  at  Dl,  col.  2. 

2  See. e.g. .  The  Liability  Insurance  Crisis.  Issues  Sci. 
&  Tech. .  Fall  1986,  at  40;  The  Malpractice  Mess.  Newsweek, 
Feb.  17,  1986,  at  74.  — — 

3  See,  e.g. ,  Gifford  &  Nye,  Litigation  Trends  in  Florida: 
Saga  of  a  Growth  State r  39  U.  Fla.  L.  Rev.  829  (1987);  Posner, 
Trends  in  Medical  Malpractice  Insurance.  1970-1985,  49  Law  & 
Contemp .  Probs .  37  (1986);  Priest,  The  Current  Insurance 
Crisis  and  Modern  Tort  Law.  96  Yale  L.  J.  1521  (1987) . 
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premiums  on  the  greed  and  mismanagement  of  the  insurance 
industry  as  well  as  on  poor  physician  performance.4 
Physicians,  whose  insurance  rates  are  soaring,  are  caught  in 
a  legal  and  economic  whirlpool.   The  intense  debate  has 
forced  legislatures  to  generate  proposals  to  "solve"  the 
crisis.5  But  recent  regulatory  proposals  designed  to 
alleviate  the  high  costs  and  unavailability  of  medical 
malpractice  insurance  are  as  predictable  as  the  crisis 
itself.   Ten  years  ago,  states  faced  a  similar  situation. 
The  regulatory  proposals  to  mitigate  rising  premium  costs 
that  were  offered  then  are  strikingly  similar  to  the  current 
proposals.6 


4  See.  Olender,  The  Great  Insurance  Fraud  of  the  80s. 
Nat"!  L.J..  July  21,  1986,  at  15,  col.  1  (urging  that 
"tinkering  with  our  time-honored  judicial  system  cannot  be 
permitted") . 

5  Early  in  their  investigation  the  Academic  Task  Force 
stated  that  "medical  malpractice  emerged  as  the  most  visible 
and  probably  most  serious  area  of  concern  with  the  tort  and 
insurance  systems . "  Academic  Task  Force  for  Review  of  the 
Ins.  and  Tort  Systems.  Preliminary  Fact-finding  Report  on 
Medical  Malpractice.  Report  to  the  Florida  Legislature  of  1987 
1  [hereinafter  Academic  Task  Force  Preliminary  Report! . 

6  See,  e.g. .  Comment,  An  Analysis  of  State  Legislative 
Responses  to  the  Medical  Malpractice  Crisis.  1975  Duke  L.J. 
1417  (suggesting  regulatory  proposals  such  as  joint 
underwriting,  reinsurance,  and  state-run  insurance  pools  to 
displace  commercially  available  insurance  and  suggesting 
modifications  of  substantive  tort  rules) .  Examples  would 
include  limiting  the  liability  of  health  care  providers  or 
limiting  the  claimants'  recovery.  These  statutory  caps, 
however,  may  have  constitutional  deficiencies.  Note,  The 
Constitutionality  of  Florida's  Cap  on  Noneconomic  Damages  in 
the  Tort  Reform  and  Insurance  Act  of  1986.  39  U.  Fla.  L.  Rev. 
157  (1987) .  Other  examples  would  be  modifications  of  the 
doctrine  of  res  ipsa  loquitur,  statues  of  limitations,  the 
requirement  of  informed  consent,  the  collateral  source  rule, 
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Regardless  of  how  various  factions  characterize  the 
problem,  a  simple  fact  remains:   the  crisis  is  real.   In 
Florida  the  crisis  is  alarming.7  Hospitals  and  physicians 
have  cut  back  the  scope  of  patient  care  and  are  refusing  to 
treat  high  risk  patients  in  urgent  need  of  medical 
assistance.8  In  some  cases,  this  failure  to  provide  prompt 
medical  care  ended  in  patient  deaths.9  Two  facts  highlight 
and  explain  the  critical  nature  of  the  problem.   First,  the 
magnitude  and  rate  of  growth  of  medical  malpractice  premiums 
have  increased  dramatically  in  Florida  in  the  last  decade, 


and  contingent  fee  caps.  Alternative  methods  of  dispute 
resolution  including  arbitration,  mediation,  patient 
compensation  boards,  and  screening  panels  have  also  been 
examined.  See.  Comments,  supra ;  see  also  Improving  the 
Liability  System.  Nat'l  L. J. .  Feb.  16,  1987,  at  17,  col.  4 
(Special  Section) (summary  of  suggestions  of  American  Bar 
Association  Action  Committee  to  Improve  the  Tort  System) . 

7  In  one  of  its  recent  newsletters,  the  American  Medical 
Association  dubbed  Florida  the  "Beirut  of  Health  Care." 
Florida  Watched  On  Medical  Malpractice.  Gainesville  Sun, 
August  17,  1987,  at  B3 ,  col.  2. 

8  A  recent  example  is  the  U.  S.  Coast  Guard's  evacuation 
from  the  Bahamas  of  a  South  Florida  resident  with  a  severe 
gunshot  wound.  Despite  the  man's  life-or-death  situation,  the 
Coast  Guard's  operation  center  had  to  contact  nine  hospitals 
before  it  found  a  trauma  center  willing  to  accept  him.  A 
Coast  Guard  spokesperson  attributed  this  difficulty  to  a 
reduction  in  the  number  of  hospital  trauma  centers,  a  cutback 
partially  spurred  by  the  medical  malpractice  crisis.  Nine 
Hospitals  Turn  Awav  Wounded  Man.  Gainesville  Sun,  Oct.  1, 
1987,  at  B3,  col.  1. 

9  See,  e.g. .  Teen  Dies  Waiting  For  A  Surgeon ,  Gainesville 
Sun,  Aug.  22,  1987,  at  Bl,  col.  2. 
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especially  during  the  last  several  years.10  This  upward 
price  spiral  has  forced  physicians  to  reassess  not  only 
whether  they  can  afford  to  purchase  malpractice  coverage, 
but  in  some  cases  whether  they  should  continue  to  practice 
medicine.11  Some  physicians  are  resorting  to  joint- 
underwriting  associations  because  of  the  unavailability  of 
malpractice  coverage;  in  other  cases,  physicians  simply  go 
uninsured.12  The  result  is  an  aggregate  physician  pool  that 
offers  reduced  medical  services  and  carries  reduced 
malpractice  insurance  coverage. 

Second,  insurers  who  are  displeased  with  the  level  of 
insurance  rate  increases  in  the  state  of  Florida  are 
considering  discontinuing  their  existing  malpractice 


10  For  example,  Table  2.1  shows  that  a  claims-made  medical 
malpractice  policy  with  limits  of  $1,000,000  per  occurrence, 
and  $3,000,000  aggregate,  cost  a  family  practitioner  $4310  in 
1983.  In  January  1987,  the  same  policy  cost  $15,123,  an 
increase  of  approximately  250%  over  a  four  year  period.  By 
July  1,  1987,  the  premium  on  the  same  policy  increased  to 
$18,415,  a  21.8%  increase  in  a  six  month  period.  For  a 
detailed  examination  of  premium  increases,  see  infra  Table 
2.1,  infra  notes  32-34  and  92-96  and  accompanying  text. 

11  Some  physicians  in  high  risk  specialties,  such  as 
obstetrics,  are  moving  to  other  specialties.  Other  physicians 
are  leaving  Florida  for  states  where  the  medical  malpractice 
insurance  problem  is  less  severe.  See  Academic  Task  Force 
Preliminary  Report,  supra  note  5,  at  247-50. 

12  See  Doctors  Cut  Back  on  Insurance.  Palm  Beach  Post, 
Dec.  31,  1987,  at  Al,  col.l.  Hospitals  generally  require 
physicians  to  purchase  the  state-required  minimum  of  $250,000 
insurance.  Uninsured  doctors  must  establish  an  escrow  account 
or  obtain  a  letter  of  credit  and  agree  to  pay  any  malpractice 
judgment  up  to  $250,000  within  60  days  of  judgment.  Fla. 
Stat.  Ann.  §  627.357  (Harrison  1984). 
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coverage.   Two  of  Florida's  major  medical  malpractice 
providers,  St.  Paul's  and  CIGNA,  discontinued  coverage 
during  1987,  citing  the  refusal  of  the  state  regulatory 
authorities  to  grant  sufficient  increases  in  premium 
rates.13  A  lingering  suspicion  among  lawmakers  is  that 
these  demands  stem  from  collusion  among  insurers.14 


13  Medical  Malpractice  Costs  and  the  Public  Health,  Miami 
Herald,  May  3,  1987,  at  CI,  col.  1.  CIGNA  left  in  June,  1987. 
St.  Paul's  agreed  to  remain  until  the  end  of  1987,  when  it  too 
left  the  Florida  market.  See  Doctors  Cut  Back  on  Insurance. 
supra  note  12,  at  A12,  col.  6. 

14  See  Johnston  Lavs  Into  Insurers,  Gainesville  Sun,  June 
19,  1986,  at  Al,  col.  3.  Florida  Senate  President  Harry 
Johnston  charged  that  "[i]f  [the  insurers]  were  under  the 
Sherman  Antitrust  Act,  they'd  all  be  in  jail  today."  Id.  at 
A12,  col  2.  In  fact,  seven  state  attorneys  general  recently 
filed  antitrust  suits  against  four  of  the  nation's  largest 
commercial  insurers.  See  Four  Big  Insurers  Charged  With 
Scheme  to  Limit  Commercial  Liability  Coverage.  Wall  St.  J., 
Mar.  23,  1988,  at  2,  col  3.  The  complaints  cite  "dozens  of 
alleged  secret  meetings,  dinner  parties  and  behind-the-scenes 
threats"  that  resulted  in  collusive  prices.  Id.  "The  basic 
thrust  of  the  accusations  is  that  a  few  of  the  largest 
insurers  pressured  the  rest  of  the  industry  to  go  along  with 
certain  policy-writing  changes  that  made  it  much  tougher  for 
public  agencies,  businesses,  and  nonprofit  organizations  to 
buy  liability  insurance."  Id..  The  suit  alleges  that  the 
conspiracy  caused  the  industry  to  shift  from  "occurrence" 
coverage  to  "claims-made  coverage."  See  infra  notes  84-91  and 
accompanying  text  (discussing  claims -made  coverage  in 
Florida's  medical  malpractice  insurance  market) .  This 
litigation  was  preceded  by  antitrust  claims  that  West  Virginia 
instituted  against  a  number  of  medical  malpractice  insurance 
companies,  including  St.  Paul's  accusing  them  of  conspiracy  to 
violate  the  state's  antitrust  laws.  The  suit  contends  that 
five  companies  restrained  trade  by  simultaneously  deciding  to 
terminate  the  liability  insurance  of  almost  every  doctor  and 
half  the  hospitals  in  West  Virginia.  Strasser,  Tort  Crisis 
Focus  Shifts  To  Insurers.  Nat'l  L.  J.  .  June  9,  1986,  at  1, 
col.  1.  For  other  comments  on  collusion  in  the  insurance 
industry,  see  Clarke,  Warren-Boulton,  Smith  &  Simon,  Sources 
of  the  Crisis  in  Liability  Insurance;  An  Empirical  Analysis. 
5  Yale  J.  on  Reg.  367  (1988)  (discounting  probability  of 
collusion) ;  Angoff ,  Insurance  Against  Competition:   How  the 
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This  essay  assesses  the  claim  that  the  medical 
malpractice  crisis  is  a  result  of  collusion.   It  focuses  on 
those  structural  conditions  in  the  medical  malpractice 
insurance  market  which  may  permit  or  prevent  collusion. 
Particular  attention  is  given  to  the  situation  in  Florida 
for  two  reasons:   first,  the  crisis  is  more  severe  in 
Florida  than  elsewhere  in  the  country;  second,  the  data 
available  on  Florida's  medical  malpractice  insurance  market 
is  unusually  comprehensive,  thanks  to  a  study15  of 
affordability  and  availability  problems  in  liability 
insurance  mandated  by  the  Florida  Legislature.16  This 
analysis  first  examines  the  requirements  for,  and 
consequences  of,  successful  collusion.   Next  a  detailed 
examination  of  Florida's  medical  malpractice  insurance 
market  is  made  in  an  effort  to  determine  whether  medical 


McCarran  Ferguson  Act  Raises  Prices  and  Profits  in  the 
Property-Casualty  Insurance  Industry.  5  Yale  J.  on  Reg.  397 
(1988)  (statutory  protection  aids  collusion) . 

15  Academic  Task  Force  Preliminary  Report,  supra  note  5. 

16  The  nature  of  the  medical  malpractice  crisis  is 
typically  denoted  as  both  an  availability  and  an  affordability 
problem.  This  phraseology  masks  the  crux  of  the  economic 
issue  underlying  the  crisis  because  both  terms  imply  an  all- 
or-nothing  approach  to  the  insurance  crisis  (i.e  either 
insurance  is  both  affordable  and  available  or  it  is  not)  . 
Instead,  as  used  in  this  essay,  the  terms  affordability  and 
availability  are  distinct  concepts.  For  instance,  insurance 
may  be  expensive  but  still  affordable.  It  is  the  degree  of 
affordability  of  malpractice  insurance  relative  to  the  costs 
of  other  goods  and  services  that  is  relevant.  Affordability 
is  also  related  to  availability  because  as  insurance  costs 
increase  affordability  decreases  and  availability  declines. 
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malpractice  premium  increases  are  attributable  to  high 
levels  of  concentration,  barriers  to  entry,  or  other 
imperfections  in  market  structure.   This  analysis  suggests 
that  collusion  in  Florida  markets  is  unlikely.   From  a 
public  policy  perspective,  then,  regulators  should  avoid 
structural  modifications  to  existing  insurance  markets; 
collusion  theories  do  not  explain  the  recent  escalation  in 
medical  malpractice  insurance  rates. 

Collusion;  Requirements.  Conditions  and  Consequences 
The  rapid  rise  in  medical  malpractice  premiums  has  led 
many  to  suspect  the  insurance  companies  of  collusion.   This 
part  reviews  the  theoretical  consequences  of,  and 
requirements  for,  collusion,  as  well  as  the  market 
conditions  that  encourage  it. 

Theoretical  Consequences  of  Collusion 

When  firms  in  an  industry  collude  on  price,  the  most 
likely  result  is  that  price  will  rise  above  the  competitive 
level  and  the  quantity  sold  will  be  restricted  below  the 
competitive  level.   In  theory,  the  colluders  attempt  to 
emulate  the  results  of  a  monopoly.17  These  results  can  be 
examined  by  reference  to  models  of  competition  and  monopoly. 
The  competitive  model  is  represented  graphically  by  the 


17  See  Patinkin,  Multiple-Plant  Firms.   Cartels,  and 
Imperfect  Competition.  61  0.  J.  Econ.  173,  192-200  (1947). 
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familiar  interaction  of  supply  and  demand  curves.   Figure 
2.1  illustrates  a  hypothetical  market  for  medical 
malpractice  insurance.   The  marginal  cost  curve,  MC, 
represents  the  supply  curve,  defining  the  aggregate  amount 
of  malpractice  insurance  that  insurers  are  willing  to  supply 
at  various  premium  rates.18  The  demand  curve,  D,  represents 
the  aggregate  amount  of  malpractice  insurance  that  consumers 
are  willing  to  buy  at  various  premium  rates.   Absent 
collusion  and  under  competitive  market  conditions,  premium 
rates  will  tend  toward  equilibrium  at  the  level  of  output 
where  the  amount  of  insurance  demanded  equals  the  amount  of 
insurance  supplied.   In  Figure  2.1,  the  competitive  premium 
is  Pc  and  the  competitive  quantity  of  insurance  is  Q,.. 

If  insurers  collude,  however,  they  will  attempt  to 
behave  collectively  as  a  multi-plant  monopolist  would 
individually.   Because  a  monopolist  operates  at  an  output 
level  where  marginal  cost  equals  marginal  revenue, 
successful  collusion19  results  in  restricted  output,  Qm,  and 
increased  premiums,  Pm.   This  outcome  reduces  consumer 
welfare  in  two  ways.   First,  consumers  who  continue  to 


18  The  marginal  cost  curve  in  Figure  2.1  is  based  on  the 
assumption  that  the  provision  of  insurance  is  a  constant-cost 
industry.  Therefore,  the  marginal  cost  curve  also  represents 
the  industry's  average  cost,  AC,  curve. 

19  There  are  a  number  of  reasons  why  a  cartel's  efforts 
may  not  be  wholly  successful.  For  a  detailed  examination,  see 
R.  Blair  &  D.  Kaserman.  Antitrust  Economics  140-46  (1985) . 
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Figure  2.1.  Consequences  of  collusion. 
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purchase  the  restricted  output  pay  higher  premiums.   Second, 
higher  premiums  force  some  consumers  to  forego  purchasing 
insurance . 20 

Requirements  For  Collusion 

There  are  three  requirements  for  a  successful  price- 
fixing  conspiracy.21  First,  the  participants  must  agree  on 
all  aspects  of  the  typical  transaction,  including  price, 
quality,  service,  technical  advice,  delivery  terms  and 
schedules,  and  credit  arrangements.   If  they  focused  only  on 
price,  the  participants  would  dissipate  extra  profits 
through  nonprice  competition.22  Second,  the  colluders  must 
coordinate  their  efforts.   In  Figure  2.1,  if  price  is  to 
remain  at  the  super  competitive  level  of  Pm,  output  must  be 
restricted  to  Qm.23     Third,  the  cartel  must  have  some 
compliance  mechanism  to  dampen  the  urge  to  cheat  on  the 


20  See  Id.  at  35-36. 

21  See  Elzinga,  New  Developments  on  the  Cartel  Front.  29 
Antitrust  Bull.  3  (1984) ;  Hay,  Oligopoly.  Shared  Monopoly,  and 
Antitrust  Policy.  67  Cornell  L.  Rev.  439  (1982). 

22  See  generally  Stigler,  Price  and  Non-Price  Competition. 
76  J.  Pol.  Econ.  149  (1968)  (detailed  examination  of  nonprice 
competition) .  If  every  aspect  of  a  transaction  is  not 
homogeneous  across  rival  sellers,  consumers  will  prefer  one 
seller  to  another  and  the  stability  of  the  cartel  can  be 
undermined . 

23  In  a  cartel  the  participants  must  determine  each  firm's 
output.  This  will  assure  that  the  correct  industry  output  is 
produced.  Moreover,  it  will  establish  market  shares  so  that 
the  firms  will  have  no  reason  to  resort  to  nonprice 
competition  to  determine  sales. 
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agreement.24  If  these  requirements  are  not  met  —  and  it 
appears  they  are  not  met  in  Florida  —  any  price  fixing 
conspiracy  will  fail. 

Conditions  Conducive  to  Collusion 

There  are  several  conditions  that  are  conducive  to 
collusion.23  Among  the  most  important  are:  (1)  a  limited 
number  of  sellers,  (2)  substantial  barriers  to  entry,  (3) 
product  homogeneity,26  and  (4)  inelasticity  of  demand  at 


24  A  few  commentators  have  examined  the  problem  of  what  a 
cartel  may  do  to  prevent  cheating.  See,  e.g. .  Orr  &  MacAvoy, 
Price  Strategies  to  Promote  Cartel  Stability.  32  Economica  186 
(1965) ;  Osborne,  Cartel  Problems.  66  Am.  Econ.  Rev.  835 
(1976)  ;  Stigler,  A  Theory  of  Oligopoly.  72  J.  Pol.  Econ.  44 
(1964) .  Cheating  can  occur  through  price  shading  and 
excessive  production  as  well  as  through  more  subtle  means  such 
as  product  quality  improvement,  better  service,  and  more 
favorable  credit  terms. 


See  F.  Scherer.  Industrial  Market  Structure  And 
Economic  Performance  169-98  (2d  ed.  1980)  (survey  of 
conditions) ;  see  also  R.  Blair  &  D.  Kaserman.  supra  note  19, 
at  151-52.  There  is  empirical  support  for  the  importance  of 
these  conditions.  See  Hay  &  Kelley,  An  Empirical  Survey  of 
Price  Fixing  Conspiracies.  17  J.L.  &  Econ.  13  (1974). 

26  Sellers  can  more  easily  set  a  collusive  price  when 
their  products  are  similar.  Perfect  product  homogeneity, 
however,  is  rare  because  seemingly  similar  products  can  be 
differentiable  based  on  a  number  of  factors  such  as  the  terms 
of  sale.  In  addition,  buyers  may  be  heterogenous  in  their 
product  preferences  and  buying  patterns,  further  diminishing 
the  likelihood  of  successful  collusion  among  sellers.  For 
instance,  differences  in  other  sizes,  credit  lines,  and  the 
likelihood  of  repeat  purchases  make  collusion  more  difficult. 
R.  Blair  &  D.  Kaserman.  supra  note  19,  at  151,  Thus, 
differences  in  the  terms  of  policy  coverage  and  variations 
among  insurance  purchasers'  preferences  reduce  the  ability  of 
insurance  companies  to  collude. 
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competitive  prices.27  The  concern  here  is  whether  these 
conditions  are  present  to  a  significant  extent  in  the 
Florida  market.   The  structure-conduct-performance  paradigm 
of  industrial  organization  guides  this  analysis.28 

Market  Structure  in  Florida 
The  empirical  analysis  begins  with  an  examination  of 
the  importance  of  market  structure.   A  review  of  the 
dynamics  of  the  medical  malpractice  insurance  crisis  in 
Florida  is  made  in  an  attempt  to  isolate  problems  which 
could  result  from  market  structure.   Next,  a  detailed 
examination  of  the  market  concentration  exhibited  by 
Florida's  medical  malpractice  insurance  industry  is 
conducted.   Also,  a  series  of  potential  barriers  to  entry 
are  explored:  statutory  hurdles,  general  business 
considerations,  regulatory  considerations,  cost 
disadvantages,  economies  of  scale,  sunk  costs,  and  claims- 
made  policies.   This  examination  demonstrates  that  although 
the  market  for  medical  malpractice  insurance  in  Florida  is 
highly  concentrated,  the  market  should  still  perform  in  a 


27  The  more  insensitive  insurance  purchasers  are  to 
premium  increases,  the  greater  the  incentive  for  insurance 
companies  to  collude.  This  result  stems  from  the  relatively 
greater  increase  in  profits  following  a  price  increase  in  a 
market  with  inelastic  demand  compared  with  elastic  demand. 
See.  R.  Blair  &  D.  Kaserman.  supra .  note  19,  at  151. 

28  For  a  discussion  of  this  paradigm,  see  infra  note  29 
and  accompanying  test. 
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competitive  fashion  —  collusion  should  not  be  feasible  — 
because  market  entry  is  relatively  easy. 

The  Importance  of  Market  Structure 

Relatively  few  firms  sell  medical  malpractice  liability 
insurance  in  Florida,  raising  concern  whether  insurers  are 
charging  noncompetitive  prices  and  thereby  earning  excessive 
profits.   In  order  to  evaluate  this  charge,  this  part 
discusses  the  role  of  market  structure  in  medical 
malpractice  insurance  markets  with  particular  emphasis  on 
the  traditional  structure-conduct -performance  paradigm.29 
Economists  use  this  paradigm  to  analyze  economic  performance 
in  markets  that  are  neither  clearly  competitive  nor  clearly 
monopolistic.   Economic  performance,  measured  by 
profitability,  depends  on  the  conduct  of  sellers  and  buyers 
in  the  marketplace.   Conduct  within  the  industry,  in  turn, 
depends  upon  market  structure. 

Market  structure  refers  to  several  factors  including 
the  number  and  size  distribution  of  sellers  and  buyers,  the 
existence  of  barriers  to  entry,  the  importance  of  scale 
economies  in  determining  the  minimum  efficient  size  for  a 


29  The  paradigm  is  attributable  to  the  seminal  insights  of 
Edward  S.  Mason.  See,  e.g. .  Mason,  The  Current  State  of  the 
Monopoly  Problem  in  the  United  States.  62  Harv.  L.  Rev.  1265 
(1949) ;  Mason,  Price  and  Production  Policies  of  Large  Scale 
Enterprise.  29  Am.  Econ.  Rev.  61  (Papers  &  Proc.  1939)  .  A  few 
scholars  have  developed  further  Mason's  original  perspectives. 
See  J.  Bain.  Industrial  Organization  19-43  (1959) ;  F.  Scherer. 
supra  note  25,  at  3-6. 
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firm,  and  the  extent  of  vertical  integration.   A  number  of 
empirical  studies  support  the  theory  that  structure 
determines  prices  and  profits.30  The  closer  an  industry's 
structure  is  to  monopoly,  the  more  likely  that  non- 
competitive profits  will  be  observed,  which  indicate  that 
prices  are  above  the  competitive  level  while  quantities  are 
below  the  competitive  level.31 

Manifestations  of  the  Crisis  in  the  Florida  Market 

Florida  physicians  have  complained  bitterly  that  they 
can  no  longer  afford  to  pay  their  medical  malpractice 
insurance  premiums.   A  review  of  the  premium  data  displayed 
in  Table  2.1  illustrates  the  source  of  these  complaints.32 


30  For  a  survey  of  these  empirical  efforts,  see  Weiss,  The 
Concentration-Profits  Relationship  and  Antitrust.  in 
Industrial  Concentration:  The  New  Learning  184  (1974);  see 
also  D.  Hav  &  D.  Morris.  Industrial  Economics  (1979) .  There 
is  some  doubt,  however,  that  profits  are  an  accurate  measure 
of  economic  performance.  See  Lacey,  The  Competitiveness  of 
the  Property-Liability  Insurance  Industry:  A  Look  at  Market 
Equity  Values  and  Premium  Prices.  5  Yale  J.  on  Reg.  501  (1988) 
(suggesting  that  equity  values  should  be  used  instead  of 
profit  figures  to  measure  economic  performance.). 

31  These  are  obviously  issues  of  af  fordability  and 
availability. 

32  See  infra  Table  2.1.  The  data  represents  weighted 
averages  of  the  rates  charged  by  three  major  Florida  insurers: 
St.  Paul  Fire  and  Marine  Insurance  Company,  Florida  Physicians 
Insurance  Company,  and  Physicians  Protective  Trust  Fund.  The 
weights  are  the  number  of  doctors  currently  insured  by  each 
company  divided  by  the  total  number  of  insured  doctors. 
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This  Table  shows  that  the  cost  of  a  claims -made33  medical 
malpractice  policy  with  limits  of  $1,000,000  per  occurrence 
and  $3,000,000  aggregate  has  soared.   For  example,  the 
malpractice  premium  for  a  family  practitioner  in  Dade  or 
Broward  County  increased  from  $4210  to  $18,415  over  a  four 
and  one-half  year  period.   This  increase  is  at  an  annual 
rate  of  72.7%  for  a  low-risk  specialty.   Average  annual 
increases  for  obstetrics  and  neurological  surgery,  two  high- 
risk  specialties,  were  98.5%  and  91.6%,  respectively. 

Medical  malpractice  premiums  increased  rapidly  not  only 
in  absolute  terms  but  also  relative  to  physician  gross 
revenue.  For  example,  an  obstetrician's  medical  malpractice 
premiums  as  a  percentage  of  gross  revenue  rose  from  10.3%  in 
1983-84  to  23.1%  in  1986-87.  Thus,  physicians  do  not  appear 
to  be  passing  on  much  of  the  increase  in  insurance  costs  to 
the  consumer.34 


33  A  claims-made  policy  covers  all  claims  filed  after  the 
policy's  retroactive  date  and  before  its  expiration  date. 
Generally,  the  retroactive  date  for  a  current  policy  is  the 
date  at  which  the  insured's  first  policy  started.  E.  Vauahan. 
Fundamentals  of  Risk  and  Insurance  581-82  (4th  ed.  1986) ;  see 
also  infra  notes  84-91  and  accompanying  text  (discussing 
claims-made  policies  as  potential  entry  barrier) . 

34  Because  of  competitive  pressures,  physicians  have  been 
less  able  than  in  the  past  to  pass  on  cost  increases.  A  sharp 
increase  in  the  number  of  practicing  physicians  in  Florida  and 
the  widespread  development  of  preferred  provider  organizations 
and  health  maintenance  organizations  have  brought  greater 
competition  to  health  care  markets.  Competition  has  also 
increased  due  to  more  sophisticated  medical  cost  controls  that 
various  health  care  payers  use  to  monitor  doctors'  fees;  these 
payers  are  frequently  reducing  or  refusing  to  pay  physicians' 
fees  they  consider  excessive.  Each  of  these  factors  reduces 
the  ability  of  doctors  to  pass  along  increased  costs  including 


92 
There  are  indications  that  the  quantity  of  insurance  in 
Florida  has  declined.   For  example,  a  survey  of  the  major 
medical  malpractice  insurers  in  Florida  revealed  a  decrease 
in  the  number  of  policies  in  force  from  27,571  in  1983  to 
21,844  in  1986. 3S  In  addition,  cancellations,  which  are 
motivated  by  the  insurer,  and  non-renewals,  which  may  be  at 
the  discretion  of  either  the  insurer  or  the  insured,  have 
been  substantial  in  absolute  numbers  and  as  a  percentage  of 


medical  malpractice  insurance  increases. 

35  Schedule  4A  of  the  Insurance  Company  Questionnaire  the 
Academic  Task  Force  sent  out  revealed  the  following  medical 
malpractice  policy  counts  in  Florida. 


Year 

Number  of  Policies 

1981 

24,139 

1982 

26,150 

1983 

27,571 

1984 

23,456 

1985 

24,600 

1986 

21,844 

These  data  include  the  larger  physicians'  trust  fund  as  well 
as  Florida's  joint  underwriting  association.  They  do  not 
include  the  smaller  trust  funds. 
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policies  in  force.36  Although  some  physicians  forego 
medical  malpractice  insurance,  physicians  who  cannot  find 
coverage  in  the  voluntary  insurance  market  are  guaranteed 
insurance  with  the  Florida  Medical  Malpractice  Joint 
Underwriting  Association  ( JUA) ,  which  serves  as  the  insurer 
of  last  resort.37 

In  short,  Florida's  experience  is  consistent  with  the 
theoretical  predictions  of  the  collusion  model.   Premiums 
have  risen  and  quantities  appear  to  have  declined.   Yet, 


36  Schedule  4A  of  the  Academic  Task  Force's  Insurance 
Company  Questionnaire  provided  the  following  data  on 
cancellations  and  non-renewals: 


Percent  of 
Total  Policies 

8.0% 

10.1% 

11.4% 

18.7% 

18.4% 

13.3% 

37  The  Florida  legislature  established  the  JUA  in  1975 
during  the  previous  medical  malpractice  insurance  crisis.  The 
JUA  is  required  to  issue  policies  to  all  applicants  at  rates 
set  by  the  JUA  and  approved  by  the  Department  of  Insurance. 
These  rates  are  typically  higher  than  the  rates  in  the 
voluntary  insurance  market.  If  the  JUA  experiences  a  deficit, 
the  participating  physicians  may  be  assessed  an  additional  fee 
of  up  to  one-third  of  their  insurance  premium.  If  the 
assessment  does  not  cure  the  deficit,  all  liability  insurers 
in  Florida  will  be  assessed  a  fee  to  eliminate  the  deficit  on 
a  pro  rata  basis  according  to  their  liability  insurance 
volume. 


Year 

Cancellations  & 

Non-renewals 

1981 

1948 

1982 

2647 

1983 

3144 

1984 

4389 

1985 

4520 

1986 

2897 
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this  evidence  alone  is  not  sufficient  to  prove  the  existence 
of  collusion. 

Distribution  of  Firms  bv  Number  and  Size 

Table  2.2  displays  the  medical  malpractice  insurers38 
that  reported  Florida  sales  to  A.  M.  Best39  or  to  the 
Department  of  Insurance  for  198540  arranged  from  the  largest 
to  the  smallest.41  Of  the  sixty-two  insurers  reporting, 
fourteen  underwrote  less  than  $100  in  new  medical 
malpractice  insurance  during  1985.   Three  more  reported 
negative  premiums  written,  which  indicates  that  they  did  not 
underwrite  any  medical  malpractice  insurance  in  1985  and 
that  they  cleared  their  books  from  preceding  years.   Many  of 


38  Individual  insurance  companies  are  often  part  of  the 
same  commonly  owned  management  group.  For  example,  the 
Prudential  group  includes  Gibraltar  Casualty  Company, 
Prudential  Commercial  Insurance,  Prudential  Property  & 
Casualty,  and  Prudential  Reinsurance  Company.  Even  though 
these  individual  companies  may  have  considerable  operating 
autonomy,  common  ownership  makes  it  sensible  to  treat  them 
collectively  as  a  single  firm.  Thus,  by  "firm"  or  "insurer," 
this  essay  may  refer  either  to  an  insurance  company  or  group 
of  companies  commonly  owned. 

39  A.  M.  Best  &  Co.  provides  periodic  statistical  reports 
of  insurance  sales  by  company  and  line  of  coverage. 

40  For  medical  practice,  at  least  two  insurers  did  not 
report  to  A.  M.  Best  in  1984  and  1985;  these  were  added  to  the 
totals  reported  by  A.  M.  Best.  Similar  data  for  the  years 
1981-84  are  available  but  the  patterns  are  not  gualitatively 
different. 


41  It  is  important  to  recognize  that  Table  2.2  does  not 
cover  all  of  the  trust  funds,  which  provide  a  substantial 
amount  of  medical  malpractice  insurance  coverage.  See  infra 
Table  2.2. 
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the  remaining  forty-four  firms  are  quite  small.   Generally, 
these  smaller  firms  are  writing  national  programs  for 
nurses,  chiropractors,  and  other  health  care  practitioners; 
their  Florida  premiums  represent  Florida's  share  of  their 
national  plans. 

A  brief  analysis  of  potential  competition  follows.   It 
is  notable  that  some  of  the  largest  firms  in  the 
property/ casualty  insurance  industry  currently  have  a  small 
presence  in  Florida's  medical  malpractice  market.   These 
eight  firms  are  listed  in  Table  2.6.   In  1985,  for  example, 
these  insurers  accounted  for  some  $3  6.6  billion  in  premiums 
written.   This  figure  amounted  to  approximately  twenty-four 
percent  of  the  entire  property/ casualty  industry  in  the 
United  States.   Individually  and  collectively  these  firms 
could  provide  formidable  competition  for  the  major  medical 
malpractice  insurers  in  Florida,  particularly  if  entry  is 
easy.42 

Two  of  the  most  common  ways  of  summarizing  the  size 
distribution  of  firms  in  an  industry  are  concentration 


42  See  infra  Table  2.6.  If  entry  and  exit  are  perfectly 
free,  there  can  be  no  market  power  —  incumbent  firms  cannot 
raise  price  above  the  competitive  level.  See  R.  Blair  &  D. 
Kaserman.  supra  note  19.  But  no  one  has  found  a  perfectly 
contestable  market,  one  with  absolutely  free  entry  and  exit. 
Thus,  the  relevant  question  is,  how  easy  is  entry?  See 
Bailey  &  Baumol,  Deregulation  and  the  Theory  of  Contestable 
Markets .  1  Yale  J.  on  Reg.  Ill  (1984);  Schmalensee,  Ease  of 
Entry:  Has  the  Concept  Been  Applied  Too  Readily?.  56  Antitrust 
L.  J.  41  (1987)  ;  see  also  Meyer  &  Tye,  Toward  Achieving 
Workable  Competition  in  Industries  Undergoing  a  Transition  to 
Deregulation:  A  Contractual  Eguilibrium  Approach.  5  Yale  J.  on 
Reg.  273  (1988) . 
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ratios  and  the  Herfindahl  index.   Both  provide  useful 
yardsticks  for  measuring  the  degree  of  concentration  within 
the  medical  malpractice  insurance  markets.   The  main  virtue 
of  the  concentration  ratio  is  its  mathematical  simplicity. 
The  n-firm  concentration  ratio  simply  reports  the  percentage 
of  industry  sales  accounted  for  by  the  n  largest  firms.43 
Most  economists  and  antitrust  lawyers  are  more  familiar  with 
concentration  ratios  than  with  any  other  measure  because  of 
their  ready  availability.   In  addition,  economists  have  used 
concentration  ratios  extensively  in  empirical  efforts  to 
control  for  market  structure.44 

Empirical  economic  studies  indicate  that  market 
concentration  and  profits  are  positively  correlated  when  the 
four-firm  concentration  ratio  exceeds  seventy-five 
percent.45  The  greater  the  level  of  concentration  within  an 


43  The  Federal  government  publishes  concentration  ratio 
data  on  an  aggregated  basis  under  the  Standard  Industrial 
Classification  (SIC)  system.  Because  of  disclosure  rules  only 
the  four-firm,  eight-firm,  twenty-firm,  and  fifty-firm 
concentration  ratios  are  available  for  most  industries.  One 
limitation  of  concentration  ratios  data  is  that  diverse 
activities  may  be  grouped  under  one  classification.  These 
data  are  the  best  that  can  be  obtained  for  large-scale 
empirical  studies. 

44  There  is  a  theoretical  link  between  market  shares  and 
an  index  of  monopoly  power.  See  Landes  &  Posner,  Market  Power 
in  Antitrust  Cases.  94  Harv.  L.  Rev.  937.  944  fl981) ;  Saving. 
Concentration  Ratios  and  the  Degree  of  Monopoly.  2  Int'l  Econ. 
Rev.  139,  139-46  (1970).  Leonard  Weiss  has  synthesized  almost 
80  of  these  studies  in  an  interesting  survey  article.  See 
Weiss,  supra  note  30,  at  184-232. 

45  Weiss,  supra  note  30,  at  204-17.  See  also,  infra  Table 
2.3. 
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industry,  ceteris  paribus,  the  greater  the  potential  for 
anticompetitive  behavior  and  noncompetitive  prices.   Table 
2.3  displays  the  one-firm,  four-firm,  eight-firm  and  twenty- 
firm  concentration  ratios  for  the  medical  malpractice 
insurers  in  Florida  between  1981  and  1985.   These 
concentration  ratios  are  high  for  medical  malpractice 
insurance;  for  example,  the  four-firm  concentration  ratio 
exceeded  the  seventy-five  percent  threshold  in  each  year. 
A  second  measure  of  concentration  is  the  Herfindahl 
index  (H)  which  equals  the  sum  of  the  squares  of  n  firms' 
market  shares.   Table  2.4  presents  the  Herfindahl  indices 
for  medical  malpractice  insurance  in  Florida  for  1981-85. 
The  U.  S.  Department  of  Justice  Merger  Guidelines  contain  a 
scale  of  critical  H  values  that  the  Department  uses  in  its 
analysis  of  market  structure.46  The  Antitrust  Division, 
which  was  responsible  for  determining  these  critical  values, 
considers  a  market  to  be  unconcentrated  if  H  is  less  than 
1000,  as  a  result,  the  Antitrust  Division  will  not  challenge 
mergers  in  such  industries.   If  the  value  of  H  falls  in  the 
interval  between  1000  and  1800,  the  industry  is  considered 
to  be  moderately  concentrated,  which  increases  the 
Division's  concern  about  possible  exercises  of  market  power. 


46  See  Antitrust  Div. ,  U.  S.  Dep't  of  Justice,  Merger 
Guidelines,  (1984)  in  Antitrust  &  Trade  Reg.  Rep.  (BNA)  No. 
1169,  at  S-l-S-16  (Spec.  Supp.  June  14,  1984);  see  also  infra 
Table  2.4.  For  a  more  detailed  discussion  of  the  Herfindahl 
index,  see  Clarke,  Warren-Boulton,  Smith  &  Simon,  supra  note 
14,  at  382. 
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Nonetheless,  within  this  range  a  merger  is  not  likely  to  be 
challenged  unless  it  produces  a  100  point  increase  in  H. 
Finally,  if  H  exceeds  1800,  the  industry  is  considered  to  be 
highly  concentrated. 

Table  2.4  shows  that  the  medical  malpractice  market  in 
Florida  is  "highly  concentrated"  since  the  Herfindahl  index 
has  exceeded  2000  in  every  year.   These  ratios  depict  a 
market  structure  similar  to  that  presented  by  the 
concentration  ratios.   Florida's  market  structure  is  not 
unusual  compared  with  Herfindahls  from  other  states.47 
Nonetheless,  the  H-values  and  the  concentration  ratios  are 
high  enough  in  Florida  to  warrant  some  concern.   A 
conclusion  that  these  structural  indicators  signify  a  lack 
of  competition  is,  however,  premature.48 


47  Table  2.5  shows  the  Herfindahl  indices  for  the 
individual  states  and  the  District  of  Columbia.  See  infra 
Table  2.5.  Thirty-four  states  have  higher  concentration 
ratios  than  Florida  while  sixteen  have  lower  concentration 
ratios.  The  comparisons  for  the  years  1981-84  are 
gualitatively  the  same  as  those  in  Table  2.5. 

48  Economists  argue  that  even  in  highly  concentrated 
markets,  if  the  markets  are  characterized  by  easy  entry  and 
exit,  the  market  can  be  contested  readily  and  performs  in  a 
competitive  fashion.  See  Bailey,  Contestability  and  the 
Design  of  Regulatory  and  Antitrust  Policy.  71  Am.  Econ.  Rev. 
178  (1981);  Bailey  &  Baumol,  supra  note  42;  Baumol, 
Contestable  Markets;  An  Uprising  in  the  Theory  of  Industry 
Structure,  72  Am.  Econ.  Rev.  1  (Papers  &  Proc.  1982);  Baumol, 
Bailey  &  Willig,  Weak  Invisible  Hand  Theorems  on  the 
Sustainabilitv  of  Multiproduct  Natural  Monopoly,  67  Am.  Econ. 
Rev.  350  (1977);  Baumol  &  Willig,  Fixed  Costs.  Sunk  Costs. 
Entry  Barriers,  and  the  Sustainabilitv  of  Monopoly.  96  O.J. 
Econ.  405  (1981);  cf.  Meyer  &  Tye,  supra  note  42. 
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Entry  Barriers49 

Market  power  is  the  ability  to  raise  price  above  the 
competitive  level  by  restricting  output  —  creating 
affordability  and  availability  problems.50  A  group  of 
incumbent  firms  can  exercise  market  power  only  if  the  market 
is  protected  from  the  entry  of  potential  competitors.   If 
market  entry  is  so  easy  that  existing  competitors  cannot 
successfully  raise  prices  for  any  significant  period  of 
time,  then  market  power  is  absent  and 

competitive  forces  determine  prices  and  quantities.   Because 
of  the  highly  concentrated  market  structure  for  medical 
malpractice  insurance  in  Florida,  it  is  necessary  to 
evaluate  entry  conditions. 

This  section's  analysis  of  entry  barriers  has  three 
sub-sections.   The  first  presents  an  examination  of  the 
statutory  entry  requirements .   In  many  regulated  industries, 
firms  must  obtain  permission  from  a  state  agency  to  enter 
the  marketplace.   The  second  evaluates  responses  from  a 
sample  of  insurers  asked  to  identify  entry  barriers.   The 
third  assesses  the  ease  with  which  firms  can  enter  Florida's 
medical  malpractice  insurance  market. 


49  For  the  perspectives  of  an  early  advocate  of  the  role 
that  entry  barriers  play  in  industrial  performance,  see  J. 
Bain.  Barriers  To  New  Competition  (1956).  For  a  somewhat 
different  interpretation,  see  G.  Stigler.  The  Organization  of 
Industry  67-70  (1968) . 

50  See  Landes  &  Posner,  supra  note  44,  at  937. 
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Statutory  entry  barriers  in  Florida 

Florida  Statutes  require  domestic,  foreign,51  and 
alien52  insurance  companies  to  receive  certificates  of 
authority  before  selling  insurance  in  the  state.53  There 
are  three  qualifications  for  receiving  a  certificate  of 
authority:   (l)   capital  funds  requirements,  (2)  extensive 
disclosure  of  financial  and  other  information,  and  (3) 
operating  histories  for  certain  out-of-state  insurers.54 

First,  medical  malpractice  insurance  applicants  must 
meet  various  paid-in  capital  and  surplus  requirements  prior 
to  original  issuance  of  a  certificate  of  authority.   These 
applicants  must  maintain  $750,000  of  unimpaired  paid-in 
capital.55  An  established  insurer  expanding  into  additional 
lines  must  meet  the  surplus  requirements  for  each  kind  of 


51  A  "foreign"  insurer  is  one  whose  primary  place  of 
business  is  outside  the  state.  Fla.  Stat.  Ann.  §  624.06(2) 
(Harrison  1984)  . 

52  An  "alien"  insurer  is  one  whose  principal  place  of 
business  is  outside  the  United  States.  Id.  §624.06(3). 

53  Id.  §  624.4019(1).  All  insurers  must  receive 
certificates  of  authority  unless  a  statutory  exception 
applies.  Id.;  see  also  id.  §  624.413  (Harrison  Supp.  1987) 
(application  for  certificate  of  authority) ;  Florida  Dep't  of 
Ins.,  Application  for  License,  Property,  Casualty,  Marine, 
Surety  and  Title  Companies,  and  Reciprocal  Exchanges  (1987); 
Florida  Dep't  of  Ins.,  Organization  of  Insurance  Companies 
Under  the  Laws  of  Florida  (1987)  . 

54  Fla.  Stat.  Ann.  §  624.404.  (Harrison  1984).  The  $25 
filing  fee  and  $200  annual  license  tax  are  insignificant 
barriers. 

55  Id.  §  624.407,  .501. 
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insurance  that  the  insurer  proposes  to  transact.56  In 
addition  to  paid-in  capital,  each  insurer  must  maintain  a 
surplus  equal  to  the  greater  of  $1,000,000  or  an  amount 
computed  under  a  statutory  requirement.   For  medical 
malpractice  insurers,  the  statutory  requirement  is  ten 
percent  of  the  total  of  its  net  reserves.57 

Second,  applicants  for  a  certificate  of  authority  must 
file  forms  and  comments  with  the  Department  of  Insurance 
(DOI)  that  disclose  administrative  information58  and 
operating  plans  for  the  next  three  years.59  Disclosure  of 
administrative  information  is  not  costly.   However, 
disclosing  the  operating  plans  for  the  next  three  years  may 
require  more  extensive  outlays.60 


56  Id.  §  624.408(2)  . 

57  Id.  §  624.408(1)  (b)  (Harrison  Supp.  1985).  Any  insurer 
with  a  surplus  greater  than  $100  million,  however,  is  not 
required  to  increase  or  maintain  surplus  in  accordance  with 
these  provisions.  Also,  insurers  expanding  into  additional 
lines  within  three  years  of  receiving  an  initial  certificate 
of  authority  must  meet  the  same  surplus  requirements  that  are 
required  for  an  original  certificate  covering  all  the  kinds  of 
insurance  that  the  insurer  proposes  to  transact.  Id.  § 
624.408(2). 

58  Administrative  information  includes  the  insurer's 
charter,  by-laws,  and  financial  documents  relating  to  the 
company's  structure,  and  operating  history. 

59  Preparation  of  this  three-year  plan  is  probably 
moderately  expensive,  particularly  for  smaller  insurers.  Most 
of  the  information,  however,  should  be  readily  available  and 
not  pose  much  additional  cost. 

60  The  DOI  requires  a  three-year  operating  plan  that  must 
include:  types  of  insurance,  planned  volume  by  line  at  three- 
month  intervals,  a  marketing  plan  including  use  of  agents  and 
brokers,  use  of  reinsurance,   statement  of  any  expected 
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Third,  a  foreign  insurer  is  not  authorized  to  transact 
insurance  in  Florida  unless  it  has  operated  satisfactorily 
for  at  least  three  years61  in  its  state  or  country  of 
domicile.62 

In  sum,  Florida's  statutory  entry  barriers  are 
relatively  easy  to  meet.   The  primary  barriers  for  domestic, 
foreign,  and  alien  insurers  are  the  capital  and  surplus 
requirements.   These  capitalization  requirements  are  not 
severe  in  relation  to  manufacturing  industries.63  Moreover, 
entry  can  be  accomplished  relatively  quickly.   An  incumbent 
insurer  can  add  lines  or  sub-lines  of  insurance  simply  by 
satisfying  any  additional  capital  and  surplus  requirements 


changes,  description  of  insurance  history  of  each  individual 
by  management  position  in  eight  areas,  and  a  statement  of  any 
consultants  or  experts  the  insurer  uses.  See  Florida  Dep't  of 
Ins.,  supra  note  53. 

61  The  DOI  may  waive  this  requirement  if  the  foreign  or 
aline  insurer:  (1)  has  operated  successfully  and  has  capital 
and  surplus  of  $5  million,  (2)  is  the  wholly  owned  subsidiary 
of  an  insurer  which  is  an  authorized  insurer  in  Florida,  (3) 
is  the  successor  in  interest  through  merger  or  consolidation 
or  an  authorized  insurer,  or  (4)  provides  a  product  or  service 
not  readily  available  to  the  state's  consumers.  Thus,  foreign 
insurers  can  avoid  the  three  year  entry  lag  in  providing 
medical  malpractice  coverage  if  the  DOI  feels  that  such 
coverage  would  otherwise  not  readily  be  available.  Fla.  Stat. 
Ann.  §  624.404(2)  (Harrison  1984). 

62  lcj. 

63  The  capital  requirements  necessary  to  enter  into 
insurance  markets  are  minimal  in  both  an  absolute  and  relative 
sense.  See  generally  W .  Adams .  The  Structure  of  American 
Industry  (6th  ed.  1982)  (comparative  survey  of  agricultural, 
petroleum,  steel,  automobile,  breakfast  cereal,  beer, 
computer,  telephone,  banking,  major  league  sports,  and 
physicians  services  industries) . 
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that  the  statutes  require.   New  domestic  firms  can  establish 
operations  in  as  little  as  a  year.   Established  foreign 
insurers64  can  enter  in  a  matter  of  months.   Florida 
Statutes  thus  impose  few  entry  barriers. 

Questionnaire  results  on  entry  barriers 

The  barriers  to  entry  that  the  surveyed  insurers 
identified  fall  into  three  groups:   (1)  business 
considerations,  (2)  legal  considerations,  and  (3)  regulatory 
considerations . 65 

Business  Considerations.   For  the  most  part,  the 
business  considerations  are  not  significant  obstacles  to 
entering  a  new  line  or  sub-line  of  insurance  in  Florida; 
they  do  not  involve  differentially  higher  costs  for  new 
entrants  as  opposed  to  incumbents.   The  obstacles  identified 


64  Those  with  a  satisfactory  three-year  operating  record 
or  other  exception.  Fla.  Stat.  Ann. .  §  624.404(2)  (Harrison 
1984) . 

65  As  part  of  the  research  for  the  Academic  Task  Force 
Preliminary  Report,  supra  note  5,  at  24,  the  staff  surveyed 
the  major  liability  insurance  carriers  doing  business  in 
Florida.  Twenty-eight  of  the  thirty-one  carriers  completed  a 
160  page  questionnaire  on  loss  payments,  profitability,  and 
other  aspects  of  their  operations  in  Florida.  This  is  a 
synthesis  and  summary  of  the  responses  to  the  Academic  Task 
Force's  Insurance  Company  Questionnaire,  Part  II,  Question  12, 
id.  at  80,  which  asked  the  respondent  to  identify  the  three 
most  significant  barriers  to  entry  faced  by  a  firm  that  wants 
to  enter  a  line  or  sub- line  of  insurance. 
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include  the  following:   (a)  capitalization,66  (b) 
underwriting  experience,67  (c)  technical  support,68  and  (d) 
marketing. 

The  minimum  requirements  for  capital  and  surplus  in 
Florida  are  not  serious  entry  barriers.69  Experienced 
personnel  exist  in  the  insurance  industry.70  Technical 
support  is  a  developmental  cost,  with  which  insurance  firms 
are  familiar.   Finally,  although  some  companies  expressed 
concern  for  their  ability  to  determine  their  competitive 
position  in  the  market,  this  was  not  an  overwhelming 
factor.71 


66  Capitalization  refers  to  the  entering  firm's  capital 
and  surplus  as  well  s  to  access  to  the  reinsurance  market, 
which  expands  the  firm's  effective  capital. 

67  Underwriting  experience  refers  to  the  need  for 
experienced  personnel  and  to  information  on  loss  experience. 

68  Technical  support  refers  to  the  need  for  computer 
systems  and  personnel  for  efficient  processing  of  claims. 

69  See  supra  notes  55-57  and  accompanying  text  (discussing 
capital  and  surplus  requirements) . 

70  A  firm  interested  in  entering  a  particular  line  or  sub- 
line must  identify  those  with  experience  and  hire  them. 
Acquiring  the  necessary  data  base  could  be  a  more  serious 
obstacle,  but  is  not  unique  to  new  entrants. 

71  An  associated  marketing  concern  was  the  need  for  the 
insurer  to  be  recognized  as  a  supplier  in  a  particular  line  or 
sub-line.  Interestingly,  no  one  expressed  any  serious 
concerns  about  developing  a  distribution  system.  Apparently, 
their  existing  system  of  employee  agents  or  independent  agents 
can  handle  additional  lines  or  sub-lines  for  them. 
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Legal  considerations.   For  the  most  part,  the  legal 
concerns  the  insurers  expressed  involved  the  tort  system.72 
The  legal  framework  within  which  the  insurers  must  operate 
creates  uncertainty  that  may  dissuade  entry  into  medical 
malpractice  insurance.   Some  insurers  were  concerned  about 
their  ability  to  predict  their  underwriting  exposure  due  to 
the  adverse  judicial  climate  including  court  decisions  that 
expanded  coverage  beyond  the  bounds  the  insurer  originally 
contemplated. 

Regulatory  considerations.   In  general,  regulated  firms 
have  concerns  about  the  regulatory  environment.   Most  of  the 
concerns  expressed  by  the  insurers  involved  incentives  for 
entry  rather  than  the  process  of  entry.  Indeed,  the  insurers 
expressed  little  concern  about  their  ability  to  enter  the 
market.   Firms  were  concerned  about  the  effect  of 
regulations  on  profits73  and  the  overall  tone  of  the 


Most  of  the  responses,  however,  were  not  very 
specific.  For  example,  many  respondents  alluded  to  adverse 
case  law,  the  state's  overall  "judicial  climate,"  or  the 
"legal  environment."  Where  the  respondents  were  more 
specific,  the  major  concern  was  the  uncertainty  created  by 
some  judicial  decisions.  Angoff,  however,  argues  that 
insurers  have  "marketed"  the  idea  of  a  crisis  in  the  tort 
system  where  the  crisis  really  arises  from  anti-competitive 
conditions  in  the  industry.  See  Angoff,  supra  note  14,  at 
412-14. 

73  The  focus  of  the  insurance  questionnaire  responses  was 
on  the  profit  potential  and  regulation's  impact  of  regulations 
on  profits.  More  specifically,  the  firms  expressed  concern 
about:  (l)  the  adequacy  of  rates,  (2)  the  flexibility  of  rate 
setting  and  underwriting,  (3)  excess  profit  law,  (4)  joint 
underwriting  associations,  and  (5)  undue  restrictions  on 
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regulatory  environment.74  While  these  factors  deter  or 
delay  some  entry,  they  do  not  appear  to  contribute 
significantly  to  the  overall  problem.75 

Assessing  the  ease  of  entry76 

The  ease  of  entry  into  a  market  depends  upon  five 
factors:   (1)  the  speed  of  entry,  (2)  the  existence  of  cost 
or  demand  disadvantages  to  the  entrants,  (3)  the  existence 
of  scale  economies,  (4)  the  presence  of  sunk  costs,  and  (5) 
the  prevalence  of  claims-made  policies.   A  description  of 
each  of  these  factors  follows,  with  empirical  evidence 
relating  to  the  Florida  medical  malpractice  market. 

Speed  of  Entry.   The  competitive  threat  posed  by 
potential  entrants  depends  upon  how  quickly  a  firm  can  enter 
the  market.   If  entry  is  slow,  incumbent  firms  can  raise 
price  and  enjoy  extra  profits  so  that  the  eventual  entry 
will  still  leave  them  with  substantial  net  short-term  gains. 


underwriting,  claims,  cancellations,  and  non-renewals. 

74  If  the  potential  entrant  perceives  that  the  regulator 
is  unresponsive  to  the  insurer's  need  for  adequate  and 
reliable  rates,  or  that  the  regulation  or  legislation  is 
unresponsive  to  the  need  for  a  profit  opportunity,  then  the 
firm  may  decide  not  to  enter. 

75  Only  three  other  aspects  of  regulation  were  mentioned 
by  the  insurers:  (1)  regulation  may  preclude  the  use  of 
preferred  forms,  (2)  regulation  may  require  the  approval  of 
forms,  rates,  and  rules,  and  (3)  approval  delays. 

76  The  following  discussion  relies  upon  Salop,  Measuring 
Ease  of  Entry.  31  Antitrust  Bull.  551  (1986) . 
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In  that  case,  the  existence  of  potential  entrants  will  not 
deter  the  incumbent  firms  from  engaging  in  noncompetitive 
behavior.   In  Florida,  the  speed  of  entry  depends  upon  the 
potential  entrant's  status.   An  existing  insurer  currently 
authorized  to  sell  insurance  in  Florida  can  add  a  line  or 
sub-line  of  insurance  in  nine  to  fifteen  months.   A  foreign 
firm  with  a  satisfactory  record  of  performance  elsewhere  can 
enter  Florida  within  a  few  months.   In  comparison  to  the 
time  it  takes  to  enter  most  other  industries,77  expansion  by 
an  incumbent  insurer  or  entry  by  a  foreign  insurer  is 
relatively  fast. 

Cost  and  Demand  Disadvantages.   If  entrants  face 
significantly  higher  production  or  distribution  costs  than 
do  incumbents,  the  incumbents  will  enjoy  a  profit  cushion 
that  permits  noncompetitive  pricing  without  fear  of  entry. 
Similarly,  if  entrants  face  demand  disadvantages  that 
require  prolonged  —  or  even  permanent  —  price  discounts, 
the  incumbents  will  have  a  margin  of  safety.   The  incumbent 
retains  the  ability  to  reduce  premium  rates  and  still  make  a 
profit.   Entrants  with  higher  costs  will  be  forced  to 
withdraw  from  the  market  or  incur  sustained  losses. 


77  Entry  into  many  other  industries  involves  time  delays 
due  to  the  construction  of  physical  plant  and  other  factors 
such  as  regulatory  approval.  These  temporal  lags  very  greatly 
across  both  manufacturing  and  service  industries.  See  jjL 
Adams,  supra  note  63  (survey  of  various  industries  and  their 
entry  conditions) . 
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In  Florida,  there  are  no  obvious  cost  advantages 
available  to  incumbents  or  entrants.   In  addition,  brand 
preferences  do  not  appear  to  be  important  given  the  presence 
and  importance  of  a  large  number  of  insurers  with  little  or 
no  name  recognition.78  Finally,  entrants  do  not  need  to 
construct  do  novo  a  distribution  system  since  a  system  of 
independent  agents  is  already  in  place.79  This  existing 
system,  of  course,  makes  entry  considerably  easier  than  if 
an  entrant  had  to  assemble  an  entire  distribution  network.80 
In  any  event,  the  insurance  company  survey  indicates  that 
distribution  costs  are  not  an  important  obstacle. 


78  Potential  entrants  may  face  entry  barriers  due  to 
"moral  hazard"  problems.  Because  buyers  face  the  possibility 
of  purchasing  insurance  from  "fly-by-night"  companies,  first 
time  entrants  into  insurance  markets  may  be  at  a  strategic 
disadvantage  vis-a-vis  incumbents.  Entrants  may  choose  to 
enter  with  high-guality  or  low-guality  products.  If  they 
enter  with  low-guality  products  simply  to  make  short  run 
profits,  they  may  be  branded  "fly-by-nights"  and  lose  consumer 
acceptance.  See  Farrell,  Moral  Hazard  as  an  Entry  Barrier.  17 
Rand  J.  Econ.  440  (1986). 

79  This  system,  termed  the  American  Agency  System,  is  the 
result  of  traditional  and  customary  patterns  of  selling 
insurance  in  the  United  States.  One  commentator,  however, 
found  that  the  American  Agency  System  is  an  inefficient  means 
of  distributing  insurance  compared  with  direct  writing  or 
exclusive  agencies.  See.  Joskow,  Cartels.  Competition  and 
Regulation  in  the  Property-Liability  Insurance  Industry.  4 
Bell  J.  Econ.  375,  399  (1973). 

80  Some  commentators  criticize  the  prior  approval  system 
of  rate  regulations  as  being  inefficient.   See,  e.g. .  id. 
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Economies  of  scale.   When  there  are  economics  of  scale, 
average  costs  decline  with  increases  in  output  —  at  least 
over  some  range.   If  scale  economies  are  significant,  a  firm 
must  have  a  substantial  volume  of  sales  in  order  to 
experience  competitive  cost  levels.   This  means  that  entry 
must  be  on  a  large  scale  and  is  consequently  more  difficult. 
The  Florida  market  share  data  reveal  the  existence  of  a 
large  number  of  small  firms  in  the  Florida  insurance 
markets.   The  ongoing  presence  of  these  small  firms 
indicates  that  they  are  not  at  a  severe  cost  disadvantage. 
The  recent  withdrawal  of  Florida's  two  largest  medical 
malpractice  insurers  supports  the  inference  that  economies 
of  scale  do  not  play  a  significant  role  in  the  malpractice 
insurance  markets.   If  larger  insurers  had  significant  cost 
advantages  over  smaller  insurers,  an  exodus  of  the  smaller 
firms  would  be  likely  during  periods  of  increased  costs  and 
decreased  profits.81 

Sunk  costs.   Entering  a  new  market  is  a  risky  venture; 
a  firm  may  incur  expenditures  that  it  cannot  recover  upon 
exit  from  the  industry.   These  irreversible  costs  are  termed 


81  The  insurance  industry  claims  that  it  has  experience 
severe  financial  hardship  during  the  present  crisis.  Based 
upon  its  research,  the  Academic  Task  Force  concluded  that, 
when  total  return  is  examined,  the  industry's  financial 
position  is  less  precarious  than  it  claims.  Academic  Task 
Force  Preliminary  Report,  supra  note  5,  at  51. 
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sunk  costs.82  Sunk  costs  raise  the  entrant's  financial 
exposure  and  can  deter  entry.83 

In  insurance  markets,  the  major  sunk  costs  are 
associated  with  establishing  a  competitive  presence  through 
a  distribution  network  and  expenditures  on  advertising. 
Because  of  the  existing  agency  system  of  distribution,  the 
costs  associated  with  establishing  a  distribution  system  do 
not  appear  to  be  a  barrier  to  entry.   Similarly,  while  some 
major  insurers  attempt  to  establish  name  recognition  through 
television  and  print  media  advertising,  a  substantial  number 
of  firms  do  not  follow  this  route.   Consequently, 
advertising  expenditures  to  increase  brand  recognition  do 
not  constitute  a  necessary  entry  hurdle. 

Claims-made  policies.   There  is  one  practice  which 
could  potentially  serve  as  a  major  barrier  to  the  entry  of 
new  insurers  into  the  Florida  market:   the  use  of  claims- 
made  policies  by  some  insurers.   Yet,  an  examination  of  the 
component  pieces  of  a  medical  malpractice  insurance  policy 
reveals  that  claims -made  policies  should  not  present 
significant  barriers  to  entry. 


82  See  M.  Waterson.  Economic  Theory  of  the  Industry  72-74 
(1984) .  Sunk  costs  are  costs  that  cannot  be  eliminated  even 
by  ceasing  production;  they  differ  from  fixed  costs  which  may 
be  eliminated  or  sold  if  a  firm  decides  to  exit  the  industry. 

83  See  generally  Baumol  &  Willig,  supra  note  48  (analyzing 
role  of  sunk  costs  in  sustaining  monopolistic  market 
conditions) . 
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Traditionally,  medical  malpractice  insurance  was 
written  under  occurrence  policies.   Under  these  policies, 
the  policy  that  was  in  force  when  malpractice  occurred 
provided  protection  for  that  event,  even  if  the  claim  was 
made  years  later.   Thus,  a  physician  could  change  insurers 
without  sacrificing  coverage  for  malpractice  events  that 
occurred  in  the  past;  market  entry  was  relatively  easy. 

Beginning  in  1975,  during  the  previous  medical 
malpractice  crisis,  insurers  began  writing  claims-made 
policies.   When  a  company  issues  a  claims-made  policy  to  a 
physician,  the  policy  includes  two  important  dates,  a 
retroactive  date  and  an  effective  date.   In  order  for  a 
claim  to  be  covered  under  a  policy,  the  alleged  malpractice 
must  have  occurred  after  the  retroactive  date,  and  the  claim 
must  be  made  while  the  policy  is  in  force  —  before  the 
effective  date.   As  a  policy  is  renewed,  the  retroactive 
date  remains  constant,  and  the  effective  date  moves  ahead 
one  year. 

If  a  physician  terminates  a  claims-made  policy  with  one 
insurer  and  buys  a  claims-made  policy  with  another  insurer, 
the  new  retroactive  date  will  egual  the  effective  date  of 
the  first  policy;  the  new  policy  will  only  cover  malpractice 
events  which  occur  after  the  old  policy  expires.   The 
physician  will  no  longer  have  coverage  for  malpractice 
events  that  occurred  between  the  retroactive  date  of  the  old 
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policy  and  the  retroactive  date  of  the  new  policy.   If  the 
physician's  entire  period  of  practice  has  been  covered  under 
one  claims-made  policy,  that  doctor  will  have  no  coverage 
for  practice  prior  to  the  retroactive  date  of  the  new 
policy. 

Physicians  have  two  solutions  to  the  problem,  but  both 
initially  appear  to  be  expensive.   First,  the  physician  can 
have  the  former  insurer  issue  an  extended-reporting 
endorsement,84  transforming  the  former  claims-made  policy 
into  the  equivalent  of  an  occurrence  policy.   Second,  the 
physician  can  have  the  new  insurer  assume  the  risk  of  the 
physician's  previous  practice  and  change  the  retroactive 
date  of  the  new  policy  to  that  of  the  old  policy.   The 
premium  charge  for  either  change  may  be  as  much  as  three 
times  the  annual  premiums  for  claims-made  medical 
malpractice  coverage.85  This  burden  for  so-called  "tail 
coverage"  would  appear  to  make  it  difficult  for  new  insurers 
to  enter  the  market,  since  their  only  prospects  would  be  new 
physicians  just  entering  practice. 

This  analysis  is  overly  simplistic,  however.  There  are 
three  components  to  malpractice  insurance  coverage:  current 
liability  for  past  events,  current  liability  for  current 


84  An  extended-reporting  endorsement  allows  claims  to  be 
filed  after  the  effective  date. 

85  Telephone  interview  with  Bernard  Webb,  Professor, 
Department  of  Risk  Management,  Insurance,  and  Business  Law, 
Georgia  State  University  (July  23,  1987). 
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events,  and  future  liability  for  current  events.86  The 
premiums  charged  for  a  particular  kind  of  policy  should 
reflect  which  of  these  components  are  included.   For 
example,  the  premiums  charged  for  claims-made  coverage 
should  be  lower  than  those  for  occurrence  coverage  because 
of  the  elimination  of  the  current  liability  for  past  events; 
premiums  for  claims-made  coverage  should  reflect  the  cost  of 
insuring  against  only  current  malpractice  claims.87 
Similarly,  premiums  for  tail  coverage  should  reflect  the 
costs  of  providing  for  current  liabilities  for  past 
events.88   In  general,  the  premium  that  a  physician  pays  for 


86  Here  "current"  refers  to  the  period  the  existing  policy 
is  in  force. 

87  It  is  true  that  a  claims-made  policy  that  has  been  in 
force  for  a  long  time  does  look  like  an  occurrence  policy.  To 
the  extent  that  the  tail  coverage  included  in  a  long-standing 
claims-made  policy  is  free,  the  effective  premium  is  actually 
lower  than  the  nominal  premium;  the  fair  market  value  of  the 
tail  coverage  amounts  to  a  discount  on  the  insurance  policy. 
Low  prices  can  surely  prevent  entry,  but,  assuming  that  these 
lower  prices  are  not  predatory,  the  fact  that  a  claims-made 
policy  is  priced  below  an  occurrence  policy  should  not 
constitute  a  barrier  to  entry.  See  P.  Areeda  &  D.  Turner.  3 
Antitrust  Law  150-80  (1978).  the  only  reservation  here  is 
that  physician  may  view  the  premiums  paid  toward  the  tail 
coverage  in  a  long  standing  claims-made  policy  as  a  sunk  cost, 
and  so  they  may  be  reticent  to  change  insurers. 

88  There  should  be  no  cost  advantages  to  aggregating  the 
liabilities  for  current  and  past  malpractice  events,  so 
disaggregating  the  insurance  coverage  into  these  components 
should  not  create  a  cost  disadvantage  for  any  potential 
entrant.  The  time  it  takes  for  a  market  to  develop  for  this 
type  of  coverage  may  cause  some  initial  concern.  However, 
given  that  entry  is  easy  in  other  respects,  this  concern 
should  pass;  new  insurers  can  enter  the  market  to  compete  when 
prices  are  above  the  competitive  level.  Similarly,  the  lump 
sum  nature  of  this  liability  may  make  the  initial  premiums  for 
this  type  of  coverage  higher  than  for  current  coverage,  but 
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each  piece  of  coverage  should  reflect  the  cost  of  assuming 
the  corresponding  portion  of  liability.89  If  the  prices  for 
each  component  are  competitive,  other  potential  insurers 
will  not  want  to  enter  because  there  are  no  excess  profits 
luring  them  into  this  market.   Suppose,  however,  that  the 
premiums  charged  for  a  segment  of  coverage  are  not 
competitive.   In  this  case,  the  incumbent  insurers  are 
earning  excess  profits  because  the  premiums  exceed  the  costs 
of  providing  the  current  coverage.90  If  this  were  the  case, 
an  entrant91  could  offer  a  policy  that  would  provide  the 
coverage  at  a  price  below  that  of  the  incumbent  insurer.   As 
a  conseguence  of  the  potential  for  competition  for  each 
piece  of  insurance  coverage,  the  emergence  of  the  claims- 
made  policy  does  not  necessarily  result  in  a  serious  entry 
barrier. 


these  rates  should  decline  as  time  passes  and  the  probability 
of  being  sued  declines. 

It  should  even  be  possible  to  issue  coverage  of  future 
liabilities  for  current  malpractice  events  or  future 
liabilities  for  future  malpractice  events.  The  cost  of  these 
policies,  however,  may  be  prohibitive. 

90  "Excess"  profit  does  not  have  a  pejorative  connotation 
in  this  instance.  Profits  are  deemed  excessive  if  they  are 
larger  than  necessary  to  keep  resources  invested  in  the 
industry.  This  occurs  if  revenues  exceed  costs  including  a 
competitive  return  on  the  firm's  invested  capital. 

91  The  role  of  entry  in  the  competitive  market  is  to 
adjust  productive  capacity  so  that  changes  in  supply  will  push 
price  to  the  level  of  average  cost.  If  price  is  already  egual 
to  average  cost,  there  will  be  no  economic  profits  to  attract 
new  entrants.  See  R.  Lipsev.  P.  Steiner  &  S.  Purvis. 
Economics  225-26  (7th  ed.  1984) . 
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In  short,  there  is  ready  access  to  Florida's  medical 
malpractice  insurance  market.   There  is  little  evidence  of 
any  significant  cost  advantages,  economies  of  scale,  or 
other  barriers  to  market  entry.   The  potential  barrier  to 
entry  posed  by  the  prevalence  of  claims-made  policies  can  be 
overcome  as  long  as  there  are  no  other  substantial  barriers 
to  entry. 

Alternative  Causes  of  the  Crisis 
Several  factors  have  played  a  role  in  creating  the 
medical  malpractice  insurance  crisis  in  Florida.92  First, 
the  growth  of  insurance  premiums  is  cost-driven.   The  rate 
of  growth  of  malpractice  premiums  is  directly  related  to  the 
insurance  industry's  expectations  that  the  frequency  and 
size  of  malpractice  settlements  and  jury  awards  will 
continue  to  increase.93  Second,  transaction  costs 


A  complete  analysis  of  these  factors  is  beyond  the 
scope  of  this  essay.  For  an  examination  of  these  factors  on 
a  national  level,  see  Angoff,  supra  note  14  (statutory 
protection  creates  anti-competitive  market  conditions) ; 
Clarke,  Warren-Boulton,  Smith  &  Simon,  supra  note  14 
(discussion  of  collusion,  imprudent  business  practices, 
government  regulation,  and  changing  tort  liability) ;  Lefkin, 
Shattering  Some  Mvths  on  the  Insurance  Liability  Crisis;  A 
Comment  on  the  Article  bv  Clarke.  Warren-Boulton.  Smith,  and 
Simon.  5  Yale  J.  on  Reg.  417  (1988)  (expansion  of  tort  system 
caused  crisis) ;  R.  a.  Winter,  The  Liability  Crisis  and  the 
Dynamics  of  Competitive  Insurance  Markets.  5  Yale  J.  on  Reg. 
455  (1988)  (discussing  insurance  market  cyclicality) . 

93  During  the  period  1975-86,  insurance  carriers  paid 
approximately  $513  million  for  physician  medical  malpractice 
claims.  This  figure  includes  all  claims  paid  whether  through 
settlement  or  following  litigation.  See  Academic  Task  Force 
Preliminary  Report,  supra  note  5,  at  44.   Total  paid  claims 
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associated  with  the  processing  of  medical  malpractice  claims 
are  also  important.   In  fact,  attorneys'  fees  and  other 
litigation  costs  account  for  some  forty  percent  of  the  total 
costs  incurred  by  insurers.94  Third,  insurers  base  their 
rates  on  the  premise  that  aggregate  premiums  will  exceed  the 
expected  costs  of  providing  malpractice  coverage.   Many 
insurers  have  indicated  that  the  litigation  explosion 
changed  their  expectations,  resulting  in  the  need  to 
increase  premiums  to  remain  profitable.95  Finally,  part  of 


were  relatively  unchanged  in  earlier  years  (1975-79)  ,  but 
showed  sharp  increases  over  the  1979-84  period.  Over  the 
entire  observed  period,  total  paid  claims  have  grown  at  a 
compound  annual  rate  of  some  20%.  Since  1979,  however,  the 
rate  of  change  jumped  to  nearly  30%  per  year.  Data  for 
Florida  closed  claims  are  available  by  medical  specialty. 
Five  specialties  —  obstetrics  and  gynecology,  orthopedics, 
general  surgery,  general  practice,  and  internal  medicine  — 
accounted  for  approximately  53%  of  all  claims  paid,  id.  at  48. 
These  results  are  due  to  an  increase  in  both  the  freguency  of 
claims,  id.  at  111-18,  and  the  amounts  per  claim,  id.  at 
126-28.  These  data,  however,  indicate  that  the  growth  of  the 
amount  per  claim  is  a  somewhat  more  important  factor 
influencing  the  growth  of  loss  payments. 

94  Id.  at  198.  Over  the  1975-86  period,  defense  costs  per 
claim  have  more  than  tripled.  At  the  same  time  that  the 
number  of  cases  filed  has  also  risen.  Id.  at  192. 

95  Because  insurance  is  sold  to  cover  future  contingent 
claims,  rates  are  based  on  expected  costs  that  are  a  function 
of  both  the  probability  of  being  sued  and  the  probability  of 
an  adverse  judgment,  as  well  as  the  size  of  jury  verdicts  and 
the  transactions  costs  of  handling  claims  and  litigation.  The 
scope  of  medical  malpractice  tort  liability  remains  in  flux. 
Jury  awards  are  not  only  large,  but  are  highly  variable. 
Also,  the  probability  of  being  sued  is  uncertain.  In  Florida, 
the  interaction  of  these  variables  has  resulted  in  dramatic 
increases  in  loss  payments  and  uncertainty  which,  in  turn,  has 
contributed  in  large  part  to  overall  premium  increases. 
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the  current  medical  malpractice  crisis  is  due  to  the 
underwriting  cycle.96 

Conclusion 
The  current  medical  malpractice  insurance  crisis  is  not 
a  result  of  the  structure  of  the  market.   In  fact,  the 
current  market  structure  should  help  to  prevent  collusion.97 
This  essay  demonstrates  that  the  market  for  medical 
malpractice  insurance  in  Florida  is  heavily  concentrated. 
In  1985,  the  Herfindahl  index  was  2451, 98  which  indicates 
that  the  numbers-equivalent99  was  approximately  four.   This 


96 


Academic  Task  Force  Preliminary  Report,  supra  note  5, 
at  89-92.  When  investment  opportunities  are  plentiful, 
insurers  try  to  attract  more  funds  for  investment  purposes  by 
lowering  premiums.  This  process  is  analogous  to  a  financial 
institution  raising  the  rates  it  pays  on  deposits.  In  the 
insurance  industry,  insurers  may  absorb  low  or  even  negative 
underwriting  profits  in  order  to  attain  high  returns  on  the 
insurer's  subsequent  investment  portfolio.  When  investment 
opportunities  disappear,  the  demand  for  funds  falls  and 
underwriting  profits  become  more  important.  As  a  consequence, 
insurers  raise  premiums.  In  fact,  this  cycle  occurred  in  the 
1984-86  period  and  contributed  to  the  increase  in  insurance 
premiums.  Id.  at  91;  see  also  R.  A.  Winter,  supra  note  92,  at 
450-63.  .=---— 

97  For  a  similar  conclusion,  see  Lacey,  supra  note  30. 

98  See  infra  Table  2.4  and  discussion  supra  notes  46-48 
and  accompanying  text. 

99  The  numbers-equivalent  indicates  the  number  of  firms 
with  equal  market  shares  that  generates  a  particular 
Herfindahl  index.  For  example,  a  market  with  five  firms  each 
having  a  20%  market  share  generates  a  Herfindahl  of  2000;  five 
is  the  numbers-equivalent  for  a  market  with  a  2000  Herfindahl. 
See  Adelman,  Comment  on  the  "H"  Concentration  Measure  as  a 
Numbers -Eouiva lent .  51  Rev.  Econ.  &  Statistics  99  (1969) .  The 
author  proves  that  the  reciprocal  of  the  Herfindahl  index  in 
decimal  form  provides  the  numbers-equivalent    for  that 
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result  is  consistent  with  the  fact  that  the  four-firm 
concentration  ratio  was  81.6%.100  It  is  intuitively  clear 
that  these  measures  of  concentration  would  tend  to  reach 
similar  results.101  But  concentration  data  for  medical 
malpractice  markets  are  not  dispositive. 

This  essay  has  shown  that  entry  into  these  markets  is 
relatively  easy.   As  a  result,  firms  authorized  to  do 
business  in  Florida  can  easily  begin  selling  medical 
malpractice  insurance  in  Florida.   Indeed,  the  presence  of 
other  large  insurance  firms  with  the  potential  to  expand 
their  presently  small  share  of  Florida's  malpractice 
insurance  market  indicates  that  the  market  is  still 
basically  open  and  competitive.102  Moreover,  no  physician 
is  confined  to  the  voluntary  (private)  market;  physicians 
may  always  turn  to  the  JUA.   Consequently,  firms  attempting 
collusively  to  set  noncompetitive  premiums  should  face  stiff 
competition.   Collusion  cannot  succeed. 


particular  value  of  H  (Numbers-Equivalent  =  1/(H/1000).  For 
example,  the  numbers-equivalent  of  H=2451  is  (1/(0.2541)) 
which  equals  4.08.  Note  that  Herfindahls  and  concentration 
ratios  measure  actual  market  conditions.  The  numbers- 
equivalent  is  simply  a  comparative  measure. 

100  See  infra  Table  2.3  and  supra  notes  43-45  and 
accompanying  text. 

101  As  a  general  proposition  it  does  not  matter  much  which 
measure  of  concentration  is  used.  See  Schmalensee,  supra  note 
42,  at  42  (noting  that  "while  there  are  a  variety  of  measures 
of  concentration,  we  know  from  empirical  work  that  those 
measures  tend  to  be  highly  correlated"). 

See   supra   notes   49-91   and   accompanying   text 
(discussing  entry  barriers) . 
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These  factors,  combined  with  evidence  that  profits  have 
not  been  excessive,103  leads  to  the  conclusion  that  market 
structure  has  not  been  a  demonstrable  cause  of  increased 
premium  rates.   But  the  fact  remains  that  medical 
malpractice  insurance  premiums  are  skyrocketing  in  Florida. 
The  premiums  are  very  high  in  an  absolute  sense  and  their 
rate  of  growth  is  startling.   Physicians  are  refusing  to 
provide  care  and  lives  are  endangered.   There  are  many 
factors  contributing  to  these  problems.   Collusion,  however, 
does  not  appear  to  be  one  of  them.   An  admonition  in  this 
regard  is  simple:   "If  it  ain't  broke,  don't  fix  it." 
Policymakers  should  direct  their  attention  away  from  market 
structure  and  towards  more  likely  causes  of  the  present 
crisis.104 


103  See  Academic  Task  Force  Preliminary  Report,  supra  note 
5,  at  118. 

See  supra  notes  92-96  and  accompanying  text. 
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Table  2.1 

Medical  Malpractice  Insurance  Rates  ($s)  in  Florida  For 
Selected  Specialties:   1983-1987 

1983    1984     1985    1986       1987  1987c 

Family  Practitioner  (no  surgery) 

Dade1      4,310   5,368    7,206   11,866 

Other"     3,123   3,654    4,825    7,147 

Internal  Medicine  (minor  surgery) 

Dade       7,825   9,738    14,179  20,090 

Other      5,606   6,867     9,472  11,835 

Emergency  Medicine  (no  major  surgery) 
Dade       9,777   15,100  22,925  36,471 
Other      6,992   10,305   15,306  21,405 

General  Surgery 

Dade       21,971  27,538   38,483  59,893 

Other      15,705  18,718   25,664  35,958 

Anesthesiology 

Dade       23,939  27,538   38,483  55,915 

Other      17,061  18,718   25,664  33,317 

Orthopedic  Surgery 

Dade       27,073  33,380   47,863  79,785 

Other      19,355  23,008   31,905  47,893 

Obstetrics 

Dade       30,433  38,053   57,218  99,702 

Other      21,679  26,498   38,158  59,849 

Neurological  Surgery 

Dade       37,569  49,787   74,967  115,548 

Other      27,285  34,480   49,974   70,423 

Note:     Figures  are  weighted  averages  of  Florida  insurers' 
premium  rates  calculated  by  Bernard  Webb, 
Professor,  Department  of  Risk  Management, 
Insurance,  and  Business  Law,  Georgia  State 
University.   Rates  are  effective  as  of  January  1, 
1987. 

a.  Dade  and  Broward  Counties. 

b.  Rest  of  state. 

c        Entries  in  this  column  are  premium  changes 
effective  July  1,  1987. 


15,123 

18,415 

9,122 

10,277 

25,511 

30,442 

15,075 

16,058 

47,925 

58,304 

28,175 

30,718 

78,918 

95,875 

47,454 

50,740 

73,623 

88,838 

43,942 

47,024 

105,167 

130,817 

63,205 

69,314 

131,360 

165,320 

78,979 

87,542 

152,525 

192,420 

93,100 

102,339 
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Table  2.2 
Direct  Premiums  Written  -  Medical  Malpractice 

1985 


Rank  Group  Name 

1  St.  Paul  Group 

2  Physicians  Protect.  Trust  Fund 

3  Florida  Physicians  Ins.  Co. 

4  Cigna  Group 

5  Evanston  Group 

6  CNA  Ins.  Cos. 

7  Health  Care  Indemn. 

8  MMI  Companies  Group 

9  Amer  Intern  Group 

10  Hartford  Ins  Group 

11  Fireman's  Fund  Cos 

12  Travlers  Ins  Group 

13  Nat  Chiropractic  Mut 

14  Westco  Ins  Group 

15  Continental  Ins  Cos 

16  General  Re  Group 

17  Integrity  Ins  Co 

18  Cincinnati  Fin  Group 

19  Amer  Financial  Group 

20  Aetna  Life  and  Cas  Group 

21  WR  Berkley  CP  Group 

22  United  States  F  &  G  CR 

23  Protective  Casualty 

24  Ranger  Ins  Group 

25  Orion  Group 

26  UMI  Group 

27  Virginia  Ins  Recip 

28  Nationwide  Group 

29  Armco  Ins.  Group 

30  Crum  and  Forster  Cos. 

31  Jefferson  Ins.  Group 

32  Chubb  Grp  of  Ins.  Cos. 

33  United  States  Inv.  Group 

34  Church  Mutual  Ins 

35  State  Auto  Mut  Group 

36  Bershire  Hathaway 

37  Seibels  Bruce  Group 

38  Home  Ins.  Group 

39  Alliance  Ins.  Group 

40  Allstate  Ins.  Group 

41  Lincoln  Nat.  Group 

42  Safeco  Ins.  Cos. 

43  Reliance  Ins.  Cos. 

44  Comm  Credit  Group 

45  Central  Mut  Ohio  Group 
52.5  Amer  General  Group 


DPW  Dollars 

$89,674,038 

43,226,563 

24,257,375 

15,183,798 

8,532,532 

7,463,104 

7,198,963 

4,875,153 

2,428,739 

2,216,825 

1,549,307 

858,656 

850,021 

695,451 

626,823 

462,815 

272,129 

239,987 

182,838 

146,440 

138,076 

120,008 

90,520 

57,400 

38,315 

31,275 

30,060 

23,277 

21,664 

21,443 

15,651 

11,560 

2,895 

958 

944 

943 

537 

524 

375 

363 

301 

283 

148 

141 

122 

** 
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52.5  Royal  Ins.  Group  ** 

52.5  Zurich  Amer  Ins.  Group  ** 

52.5  Amer  Universal  Group  ** 

52.5  Foremost  Corp  Croup  ** 

52.5  Whiting  National  Ins.  ** 

52.5  MCM  Crop  Group  ** 

52.5  Medical  Protective  ** 

52.5  Allianz  Group  ** 

52.5  Prudential  of  Am  Group  ** 

52.5  Alexander  Howden  Group  ** 

52.5  Signature  Group  ** 

52.5  Employers  Reins  Group  ** 

52.5  Teledyne  Group  ** 

60  Liberty  Mutual  Group  ** 

61  Beneficial  Ins.  Group  ** 

62  Internat  Ins.  Co.  MH  ** 

$211,329,615 


Sources:  A.  M.  Best  Co.,  Best  Executive  Data  Service, 
Property/ Casualty  and  Life/Health  (1985) ;  Report  of  the 
Department  of  Insurance  (State  of  Florida)  1985) . 

**  less  than  100. 
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Table  2.3 
Concentration  Ratios  1981-1985 


Sources: 


Note: 


Year       1CR   4CR   8CR   2 OCR 

1981  48.6  87.5  94.9  99.2 

1982  40.2  82.7  93.5  99.2 

1983  32.0  78.0  90.9  98.8 

1984  38.0  81.3  92.6  98.9 

1985  42.4  81.6  94.8  99.8 

Am.  Best  Co.,  Best's  Executive  Data  Service: 
Property/ Casualty  and  Health/Life  (1981-1985): 
Report  of  Department  of  Insurance  (State  of 
Florida)  (1984-1985). 

CR  denotes  concentration  ratio,  which  measures  the 
percentage  of  direct  premiums  written  by  the 
largest,  four  largest,  eight  largest,  and  20 
largest  companies. 


Index 


Note: 


Table  2.4 
Herfindahl  Indices  1981-1985 
Medical  Malpractice  Insurance  in  Florida 
Year  Herfindahl 


1981 
1982 
1983 
1984 
1985 


2,892 
2,402 
2,095 
2,201 
2,451 


Entries  are  calculated  from  data  on  file  in  Table 
2.3. 
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Table  2.5 

Medical  Malpractice 

Market  Structure  1985 


State 

N 

South  Carolina 

37 

South  Dakota 

37 

Mississippi 

45 

Oklahoma 

39 

Arkansas 

41 

Nebraska 

41 

Oregon 

41 

North  Carolina 

40 

Maine 

35 

Illinois 

58 

Minnesota 

40 

Georgia 

52 

Alabama 

43 

New  Jersey 

55 

Iowa 

44 

Arizona 

50 

North  Dakota 

34 

Alaska 

26 

D.C. 

37 

Utah 

39 

Louisiana 

46 

Virginia 

46 

Vermont 

28 

New  Hampshire 

36 

Tennessee 

52 

Rhode  Island 

36 

Colorado 

40 

West  Virginia 

43 

Wisconsin 

42 

Delaware 

31 

New  York 

63 

Nevada 

35 

Kentucky 

49 

Kansas 

44 

FLORIDA 

62 

Idaho 

38 

Hawaii 

35 

Wyoming 

36 

Connecticut 

40 

Washington 

45 

Missouri 

54 

Montana 

37 

Pennsylvania 

57 

New  Mexico 

37 

Ohio 

53 

Michigan 

59 

Texas 

51 

H 

7,175  Most  Concentrated 

6,308 

6,055 

5,484 

5,274 

4,896 

4,659 

4,295 

4,207 

4,102 

4,076 

4,050 

4,035 

3,982 

3,833 

3,807 

3,671 

3,527 

3,477 

3,425 

3,244 

3,138 

3,118 

2,975 

2,871 

2,775 

2,735 

2,718 

2,718 

2,675 

2,639 

2,631 

2,586 

2,508 

2,451 

2,329 

2,327 

2,214 

2,129 

2,099 

2,045 

1,998 

1,909 

1,875 

1,827 

1,767 

1,651 


125 


Table  2.5  —  continued. 


Indiana 

56 

Maryland 

46 

California 

71 

Massachusetts 

47 

1,642 
1,531 
1,166 
1,128  Least  Concentrated 


Source:   A.  M.  Best  Co.,  Best's  Executive  Data  Service, 
Property/Casualty  and  Life/Health  (1985). 

Note:     N  denotes  the  number  of  firms  reporting  and  H 
denotes  the  Herfindahl  index. 


Table  2.6 


LARGE  INSURANCE  FIRMS  WITH  A  SMALL 
MEDICAL  MALPRACTICE  PRESENCE 


FIRM  RANK* 

Allstate  2 

Aetna  3 

Nationwide  5 

Travelers  7 

Hartford  8 

Continental  12 
Crum  and  Forster    13 

U.S.F.  &  G.  14 


DPW 

$7.7  billion 

5.4  billion 
4.9  billion 

4.5  billion 

4.4  billion 

3.5  billion 
3.3  billion 
2.9  billion 


Sources:   A.  M.  Best  Co.,  Best's  Executive  Data  Service: 
Property/Casualty  and  Life/Health  (1985). 

a.        Rank  in  first  column  is  based  upon  direct  premiums 
written  in  all  property/ casualty  lines  during 
1985. 


CHAPTER  3 


THE  ESSENTIAL  FACILITY  DOCTRINE 
AND  THE  HEALTH  CARE  INDUSTRY 


Introduction 
This  essay  presents  an  economic  and  legal  critique  of 
the  essential  facility  doctrine  and  its  application  in  the 
health  care  industry.   The  essential  facility  doctrine,1  a 
recent  antitrust  concept,  requires  the  owner  of  an 
"essential  facility"  to  provide  its  business  rivals  with 
equal  or  non-discriminatory  use  of,  or  access  to,  the 
facility  on  fair  terms.   The  doctrine  has  been  applied  in  a 
number  of  contexts,  including  formerly  regulated  industries 
that  have  remnants  of  unregulated  market  power.2 
Physicians,  non-physician  health  care  professionals,  and 
medical  equipment  suppliers  have  attempted  to  extend  the 


1  The  essential  facility  doctrine  is  also  termed  the 
"bottleneck"  doctrine  in  situations  where  an  alleged  input 
monopolist  is  vertically  integrated  into  two  levels  of 
production  or  distribution.  The  "bottleneck"  results  because 
potential  rivals  must  enter  at  both  levels  in  order  to  compete 
with  the  incumbent  firm. 

2  See  Tye,  Competitive  Access:  A  Comparative  Industry 
Approach  to  the  Essential  Facility  Doctrine.  8  Energy  L.J.  337 
(1987)  (analysis  of  doctrine's  application  in  railroad, 
electric  utility,  and  natural  gas  industries) . 
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doctrine  in  health  care  markets  in  recent  years.3  The 
doctrine's  application  in  the  health  care  field  raises  a 
number  of  issues  because  of  the  competitive  and  regulatory 
tensions  health  care  providers  confront.4 

The  essay  begins  with  an  overview  of  the  legal  and 
economic  development  of  the  essential  facility  doctrine. 
The  first  section  provides  the  legal  background  of  the 
doctrine  and  a  critique  of  the  current  essential  facility 
test.   The  next  section  sets  forth  economic  concepts  that 
are  useful  in  explaining  the  market  conditions  that  support 
the  doctrine's  application.   These  concepts  include  natural 
monopoly,  economies  of  scale  and  scope,  and  vertical 
integration. 

The  last  section  discusses  the  application  of  the 
doctrine  to  the  health  care  industry,  focusing  primarily  on 
whether  hospitals,  staff  privileges,  or  exclusive  supply 
contracts  may  be  considered  essential  facilities.   Although 
such  facilities  may  be  "essential"  to  persons  desiring 
health  care,  courts  have  generally  rejected  claims  that  such 


See  generally  Walbolt,  Cross,  Miller  &  Proger,  The 
Problems  of  Access  to  Health  Facilities  and  Equipment.  55 
Antitrust  L.J.  599  (1986)  (discussion  of  developments  in  staff 
privileges,  essential  facilities,  and  relevant  market 
definition) . 

4  See  generally  H.  Freeh,  The  Long-Lost  Market  in  Health 
Care:  Government  and  Professional  Regulation  of  Medicine,  in 
A  New  Approach  to  the  Economics  of  Health  Care  44,  45  (M. 
Olson,  ed. ,  1981)  (noting  that  "[m]edical  care  is,  in  fact,  so 
heavily  regulated  that  it  may  be  the  most  completely  regulated 
sector  of  the  economy."). 
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facilities  are  "essential"  in  an  antitrust  sense.   The  essay- 
suggests  that  courts  continue  to  narrowly  apply  the  doctrine 
to  those  situations  in  which  owners  of  a  purported 
"essential  facility"  have  a  natural  monopoly  over  some 
facility  that  their  rivals  cannot  replicate  and  must  have  in 
order  to  compete.   Further,  courts  should  rely  upon 
traditional  monopolization  theory  in  applying  the  doctrine 
and  mandate  access  only  as  a  remedial  measure  in  those 
circumstances  where  access  will  increase  long-run  economic 
efficiency. 

The  Essential  Facility  Doctrine 
Legal  Development  of  the  Doctrine 

Although  predicated  on  the  early  United  States  Supreme 
Court  case  United  States  v.  Terminal  Railroad.5  the 
essential  facility  doctrine  is  a  relatively  new  antitrust 
theory  that  utilizes  elements  of  both  the  law  of 
monopolization  and  refusals  to  deal.6  Over  the  past  15 


224  U.S.  383  (1912).  See  Reiffen  &  Kleit,  Terminal 
Railroad  Revisited:  Foreclosure  of  an  Essential  Facility  or 
Simple  Horizontal  Monopoly?  33  J.L.  &  Econ.  419,  437  (1990) 
(concluding  that  courts  have  misinterpreted  the  Terminal 
Railroad  case  and  that  the  essential  facilities  doctrine  "may 
discourage  efficient  behavior  without  a  corresponding  benefit 
in  terms  of  deterring  anticompetitive  behavior.");  Boudin, 
Antitrust  Doctrine  and  the  Swav  of  Metaphor.  75  Geo.  L.J.  395, 
398  (1986)  (stating  that  "Supreme  Court  decisions  commonly 
cited  for  the  doctrine  by  lower  courts  ...  do  not  offer  much 
support . " ) . 

6  See  Areeda,  Essential  Facilities:  An  Epithet  in  Need 
of  Limiting  Principles  58  Antitrust  L.J.  841,  841  (1990). 
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years,  plaintiffs  increasingly  have  invoked  the  doctrine  as 
a  supplemental  theory  of  antitrust  liability  in  two 
situations.   The  first  involves  attempts  by  rivals  to  access 
or  use  some  "essential"  facility  or  resource  that  a 
vertically-integrated  firm  controls.   The  claim  is  that  the 
rivals  cannot  compete  effectively  or  enter  the  marketplace 
without  access  to  the  essential  or  monopolized  facility. 
The  second  involves  a  group  of  firms  who  collectively 
produce  or  control  some  resource  or  facility  to  which 
excluded  rivals  desire  access.   The  claim  is  that  the  group 
has  collectively  refused  to  deal  with  the  excluded  rivals 
and  thereby  unreasonably  denied  them  the  "essential" 
resource. 

Monopolization 

The  first  type  of  essential  facility  claims  is  in  most 
respects  a  traditional  monopolization  claim. 
Monopolization7  is  based  on  a  firm's  development  and  willful 
maintenance  of  "monopoly"  power  over  a  particular  product  or 
service  within  a  defined  geographic  market.8  The  antitrust 


7  The  Sherman  Act,  section  2,  states  that  "[e]very 
person  who  shall  monopolize,  or  attempt  to  monopolize,  or 
combine  or  conspire  with  any  other  person  or  persons,  to 
monopolize"  shall  be  guilty  of  a  felony.  15  u.s.C.  §  2 
(1987).  

8  Monopoly  power  alone  is  not  sufficient  to  establish  a 
monopolization  claim;  there  must  also  be  anticompetitive 
conduct  evidencing  a  general  intent  to  monopolize  (i.e., 
willful  maintenance  or  acquisition) . 
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laws  do  not  condemn  the  structure  of  monopoly  itself. 
Instead,  the  laws  condemn  illegitimate  business  conduct  that 
firms  use  to  achieve  or  maintain  monopoly  power.   For 
example,  a  firm  that  achieves  monopoly  power  through 
superior  operating  efficiencies  does  not  violate  the 
antitrust  laws.9  Similarly,  a  firm  that  survives  the 
competitive  process  in  a  market  where  only  one  firm  can 
economically  survive  does  not  violate  the  antitrust  laws 
(i.e.,  a  natural  monopoly).10  Thus,  monopoly  power  that 
results  from  either  superior  efficiency  or  natural  monopoly 
is  lawful.11 

In  order  to  prevail  on  a  monopolization  claim,  a 
plaintiff  must  satisfy  a  two-part  test  which  requires  that 
the  defendant  (l)  have  sufficient  market  power  in  the 


9 


Judge  Learned  Hand  noted  that  "[a]  single  producer  may 
be  the  survivor  out  of  a  group  of  active  competitors,  merely 
by  virtue  of  his  superior  skill,  foresight  and  industry." 
United  States  v.  Aluminum  Co.  of  America,  148  F.2d  416  (2d 
Cir.  1945) . 


10 


See  Union  Leader  Corp.  v.  Newspapers  of  New  England, 
Inc.,  284  F.2d  582  (1st  Cir.  1960),  cert,  denied.  365  U.S.  833 
(1961).  The  court  noted  that  a  defendant  who  intends  to 
succeed  in  ousting  an  incumbent  natural  monopolist  through 
legitimate  business  practices  does  not  have  the  "exclusionary" 
intent  necessary  to  establish  a  monopolization  claim. 

11  The  oft-cited  proposition  that  " [t]he  successful 
competitor,  having  been  urged  to  compete,  must  not  be  turned 
upon  when  he  wins"  applies  in  these  situations  as  well  as 
those  involving  the  essential  facility  doctrine.  See  United 
States  v.  Aluminum  Co.  of  America,  148  F.2d  416,  430  (2d  Cir. 
1945) . 
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relevant  product  (or  service)12  and  geographic  markets,  and 
(2)  engage  in  anticompetitive  conduct  that  creates, 
protects,  or  perpetuates  this  power.   In  essential  facility 
cases,  the  market  allegedly  monopolized  is  the  "essential 
facility"  itself. 

An  attempt  to  monopolize  claim  requires  proof  of  a 
dangerous  probability  of  monopolizing  a  particular  market 
and  the  specific  intent  to  monopolize.13  Under  the  first 
part  of  the  monopolization  test,  the  traditional  proxy  for 
economic  power  is  market  share  analysis  (i.e.,  definition  of 
the  relevant  market  and  a  determination  of  the  defendant's 
market  share  in  that  market) .   Upon  demonstrating  a 
defendant  has  the  requisite  level  of  market  power,  the 
plaintiff  must  show  the  defendant  engaged  in  conduct  with 
the  general  intent  to  maintain  or  expand  such  power.   The 
defendant  can  counter  that  its  actions  were  justifiable 
business  conduct  without  anticompetitive  intent  or  effect. 


Service  markets  are  included  in  references  to 
"product"  markets  in  this  essay  unless  otherwise  indicated. 

13  Spectrum  Sports,  Inc.  v.  McQuillan, U.S.  ,  113 

S.  Ct.  884  (1993) . 
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Refusals  to  deal 

The  second  type  of  essential  facility  claims  are 
refusals  to  deal,  also  termed  boycotts.14  Unilateral 
refusals  to  deal  occur  when  a  single  firm,  often  an  alleged 
monopolist,  refuses  to  deal  with  other  firms  or  customers. 
The  current  law  generally  grants  individual  firms  the 
freedom  to  deal  or  refuse  to  deal  with  whomever  they  choose, 
unless  the  refusal  supports  an  illegal  restraint  or 
constitutes  illegal  monopolization.15  Thus,  unilateral 
refusals  are  permissible  in  many  situations.   For  this 
reason,  an  essential  facility  claim  against  a  single  firm 
requires  that  the  denial  of  access  be  in  furtherance  of 
either  an  otherwise  illegal  restraint  or  an  attempt  to 
maintain  or  create  a  monopoly. 

Collective  or  concerted  refusals  to  deal,  however,  have 
traditionally  been  classified  as  per  se  antitrust 
violations.   These  types  of  refusals  occur  when  two  or  more 
competitors  agree  to  exclude  another  competitor  from  access 
to  some  competitive  advantage  the  group  shares.   For 
instance,  a  group  of  competitors  might  attempt  to  increase 
its  own  collective  profits  by  increasing  the  costs  of 
competing  firms,  resulting  in  a  reduction  of  competitive 


14  Concerted  refusals  to  deal  are  also  termed  group 
boycotts . 

15  R.  Bork.  The  Antitrust  Paradox  344-46  (1978). 
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pressures  as  the  higher  cost  firms  leave  the  marketplace.16 
Some  scholars,  however,  have  criticized  the  per  se  label 
because  it  can  repress  legitimate  efficiency-enhancing 
activities.17  In  recent  years,  the  Supreme  Court  has 
softened  the  per  se  label's  harshness  by  requiring  that 
antitrust  plaintiffs  demonstrate  that  a  challenged  concerted 
refusal  to  deal  is  predominantly  anticompetitive  before  the 
per  se  label  applies.18 

The  essential  facility  doctrine;  an  antitrust  hybrid 

The  essential  facility  doctrine  is  an  antitrust  hybrid 
that  combines  elements  of  monopolization  and  refusals  to 
deal.   The  doctrine's  reliance  on  these  two  concepts  raises 


This  concept  is  termed  raising  rivals'  costs  and  is 
developed  more  fully  in  Krattenmaker  &  Salop,  Anticompetitive 
Exclusion:  Raising  Rivals'  Costs  To  Achieve  Power  over  Price. 
96  Yale  L.  J.  209  (1986);  Salop  &  Scheffman,  Raising  Rivals' 
Costs,  73  Amer.  Econ.  Rev.  267  (1983) .  A  common  example  is  a 
group  collectively  controlling  some  asset  other  competitors 
need  to  enter  the  marketplace.  See,  e.g.  .  Gamco,  Inc.  v. 
Providence  Fruit  &  Produce  Bldg. ,  Inc.,  194  F.2d  484  (1st  Cir. 
1952),  cert,  den i eft r  344  U.S.  817  (1952). 

17  See  R.  Bork.  supra  note  15,  at  330-44.  Bork  notes 
that  some  boycotts,  so-called  naked  and  disguised  naked 
boycotts,  have  no  efficiency  benefits  and  should  be  illegal. 
Id.  at  334-337.  However,  certain  ancillary  boycotts  which 
contribute  to  the  efficiency  of  a  cooperative  economic 
activity  should  be  permissible.  "In  such  cases  one  must  look 
to  the  underlying  restraint  in  order  to  learn  the  efficiency 
potential  of  the  boycott."   Id.  at  338. 

18  See  Northwest  Wholesale  Stationers,  Inc.  v.  Pacific 
Stationary  &  Printing  Co.,  472  U.S.  284  (1985). 
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the  question  whether  the  doctrine  is  redundant.19  A 
forceful  argument  exists  that  essential  facility  claims  can 
be  analyzed  under  existing  monopolization  or  refusal  to  deal 
law  without  the  need  to  develop  a  new  antitrust  theory  that 
combines  elements  of  both.   Nonetheless,  the  essential 
facility  doctrine  has  become  well-established  in  many 
jurisdictions. 

The  Essential  Facility  Test 

The  essential  facility  test  actually  involves  two 
tests,  a  monopolization  test  for  unilateral  conduct  and  a 
concerted  refusal  to  deal  test  for  cooperative  conduct.   The 
monopolization  test  generally  requires  that  four  elements  be 
established: 

(1)  control  of  the  essential  facility  by  a  monopolist; 

(2)  a  competitor's  inability  to  practically  or 
reasonably  duplicate  the  essential  facility; 

(3)  the  denial  of  the  use  of  the  facility  to  a 
competitor;  and 

(4)  the  feasibility  of  the  owner's  provision  of  access 
to  the  facility.20 


See,  e.g. .  Ratner,  Should  There  Be  An  Essential 
Facility  Doctrine?.  21  Calif.  L.  Rev.  327  (1988).  The  United 
States  Supreme  Court's  decision  in  Aspen  Ski  is  instructive. 
The  plaintiff  in  Aspen  Ski  prevailed  on  its  monopolization 
claim  without  reliance  on  the  doctrine.  In  fact,  the  United 
States  Supreme  Court  expressly  avoided  addressing  the 
essential  facility  claim  because  existing  antitrust  theory  was 
sufficient  to  prove  liability.   472  U.S.  at  611  n.44. 

20  MCI  Comm.  Corp.  v.  Amer.  Tel.  &  Tel.  Co.,  708  F.2d 
1081,  1132-33  (7th  Cir.  1983),  cert,  denied.  464  U.S.  891 
(1983).  A  number  of  circuits  have  adopted  the  four-part 
essential  facility  test.  See  Fishman  v.  Estate  of  Wirtz,  807 
F.2d  520,  539  (7th  Cir.  1986);  Aspen  Highlands  Skiing  Corp.  v. 
Aspen  Skiing  Co.,  738  F.2d  1509,  1520-21  (10th  Cir.  1984), 
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Some  courts  have  recognized  various  defenses  to  essential 

facilities  claims  such  as  a  valid  business  reason  for  the 

denial  of  access.21  The  concerted  refusal  to  deal  test 

incorporates  a  fifth  element: 

(5)   an  agreement  between  the  owner  of  the  facility  and 
some  of  the  potential  entrant's  competitors  that 
prevents  an  equitable  sharing  of  the  facility.22 

This  element  provides  the  concerted  action  required  to 

establish  a  group  boycott  claim. 

Courts  have  applied  different  analytical  labels  to  the 

essential  facility  doctrine.   Some  courts  categorize  the 

doctrine  under  a  per  se  test.23  Others  regard  the  test  as  a 


aff'd  on  other  grounds.  472  U.S.  585  (1985);  Hecht  v.  Pro- 
Football,  Inc.,  570  F.2d  982,  992-93  (D.C.  Cir.  1977),  cert, 
denied,  436  U.S.  956  (1978). 

21  See,  e.g.,  Aspen  Ski.  472  U.S.  at  595-599.  The  trial 
court's  jury  instructions  in  Aspen  Ski  Court  stated  "a  company 
which  possesses  monopoly  power  and  which  refuses  to  enter  into 
a  joint  operating  agreement  with  a  competitor  or  otherwise 
refuses  to  deal  with  a  competitor  in  some  manner  does  not 
violate  Section  2  if  valid  business  reasons  exist  for  that 
refusal."   Id.  at  597. 

See, e.g.  .  Century  Air  Freight,  Inc.  v.  American 

Airlines,  597  F.Supp.  564,  571  (S.D.N.Y.  1984),  aff'd.  738 
F.2d  418  (2d  Cir.),  cert,  denied.  469  U.S.  1073  (1984). 

23   See, e.g.  ,  Robinson  v.  Magovern,  521  F.  Supp.  842 

(W.D.  Pa.  1982),  aff'd.  688  F.2d  824  (3d  Cir.),  cert,  denied. 
459  U.S.  971  (1982);  Registered  Physical  Therapists,  Inc.  v. 
Intermountain  Health  Care,  Inc.,  1988-2  Trade  Cases  J  68,233 
(D.  Utah  1988);  Castelli  v.  Meadville  Medical  Center,  702  F. 
Supp.  1201,  1209  (W.D.  Pa.  1988),  aff'd.  872  F.2d  411  (3d  Cir. 
1989);  Pontius  v.  Children's  Hosp.,  552  F.  Supp.  1352,  1370 
(W.D.  Pa.  1982)  . 
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rule  of  reason  approach.24  A  strong  argument  exists  for  a 
rule  of  reason.   First,  the  essential  facility  doctrine  is 
primarily  based  on  the  law  of  monopolization  which  uses  a 
rule  of  reason  analysis.   The  law  of  monopolization  does  not 
condemn  the  existence  of  a  monopoly  acquired  by  lawful 
means,  nor  should  it  condemn  a  firm's  creation  of,  or 
control  over,  an  "essential"  facility  acquired  by  lawful 
means.    Further,  the  law  of  monopolization  recognizes  a 
"business  justification"  defense  which  would  have  no  purpose 
under  a  per  se  analysis. 

Second,  the  elements  of  the  essential  facility  tests 
require  economic  balancing  of  the  pro-competitive  and  anti- 
competitive effects  of  exclusion.   This  type  of  balancing 
approach  is  inconsistent  with  a  per  se  analysis.   In 
addition,  the  essential  facility  tests  contain  a  number  of 
different  elements  that  require  a  detailed  analysis  of 
market  structure.   The  structural  analysis  embodied  in  the 
test  makes  it  difficult  for  a  court  to  condemn  exclusion 
outright  without  a  thorough  and  thoughtful  economic 
analysis.   A  rule  of  reason  approach,  therefore,  is  most 
appropriate. 


24  One  prominent  health  care  antitrust  expert  has  stated 
the  doctrine  is  a  rule  of  reason  test.  See  Havighurst,  Doctors 

and Hospitals:   An  Antitrust  Perspective  on  Traditional 

Relationships.  1984  Duke  L.J.  1071,  1112  (doctrine  is 
"essentially  a  subcategory  of  the  rule  of  reason  that  applies 
to  all  competitor  collaboration."). 
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Finally,  a  rule  of  reason  —  or  at  least  a  modified  per 
se  test  —  should  apply  to  essential  facility  claims  based 
on  a  concerted  refusal  to  deal  theory.25  This  approach 
requires  that  a  court  make  a  detailed  examination  of  the 
relevant  market  to  determine,  for  example,  whether  the 
defendants  have  monopoly  or  market  power,  whether  entry 
barriers  exist,  and  whether  there  are  legitimate  business 
reasons  for  the  alleged  exclusion.   This  approach  stems  from 
the  trend  in  group  boycott  theory  that  requires  close 
scrutiny  of  whether  the  group  of  defendants  collectively 
have  that  level  of  market  power  necessary  to  make  their 
exclusion  of  rivals  "predominantly  anticompetitive."26 

The  Essential  Facility  Tests:  Discussion  of  the  Elements 
Owner  must  monopolize  and  control  the  "essential  facility" 

The  first  element  of  the  essential  facility  test 
requires  that  a  facility's  owner  be  a  monopolist.27  This 
requirement  is  fundamental  to  the  proper  application  of  the 


This  modified  per  se  approach  stems  from  the  Northwest 
Wholesale  Stationers  decision  in  which  the  Supreme  Court  held 
that  the  per  se  rule  does  not  apply  in  concerted  refusal  to 
deal  cases  unless  an  antitrust  plaintiff  demonstrates  that  the 
cooperative  from  which  the  plaintiff  was  excluded  possesses 
market  power  or  unique  access  to  a  business  element  necessary 
for  effective  competition.  Northwest  Wholesale  Stationers. 
472  U.S.  284  (1985). 


26   Id. 

27 


See,  e.g. .  Tarabishi  v.  McAlester  Regional  Hosp. ,  951 
F.2d  1558,  1568  n.14  (10th  Cir.  1991)   (no  showing  that 
hospital  or  physicians  were  monopolists) ,  cert,  denied. 
U.S.  ,  112  S.  Ct.  2996  (1992). 
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doctrine.   A  plaintiff  must  prove  the  facility  owner  has  the 
degree  of  monopoly  power  over  the  "essential  facility"  that 
is  required  to  establish  an  antitrust  violation.   For 
example,  the  court  in  Consul.  Ltd.  v.  Transco  Energy  Co.  .2g 
rejected  the  contention  that  an  essential  facility  claim 
does  not  require  a  threshold  showing  of  market  power.29 
Instead,  the  court  held  that  an  essential  facility  plaintiff 
must  utilize  traditional  market  share  analysis  in 
establishing  that  the  facility  owner  is  a  monopolist. 

A  few  courts  do  not  require  a  showing  of  monopoly  power 
and  instead  merely  require  a  showing  that  access  to  the 
facility  is  in  some  sense  "essential."30  Under  this 
approach,  an  owner  of  an  "essential  facility"  who  does  not 
have  sufficient  market  power  to  have  monopolized  or 
attempted  to  monopolize  any  identifiable  market  may 
nonetheless  be  exposed  to  liability.   For  instance,  a 
plaintiff  who  demonstrates  that  a  facility  is  "impractical" 
to  duplicate  and  is  thereby  "essential"  can  sidestep  the 
traditional  market  power  requirement.   This  approach  runs 
counter  to  the  United  States  Supreme  Court's  recent 
reaffirmation  of  the  principle  that  factual  findings  of  a 


28 


805  F.2d  490  (4th  Cir.  1986),  cert,  denied.  481  U.S. 
1050  (1987) . 


29 


Id. 


30    r» 

See,  e.g. .  Beverage  Management  v.  Coca-Cola  Bottling 
Corp.,  653  F.  Supp.  1144,  1156  (S.D.  Ohio  1986)  (control  of 
essential  facility  by  a  business  or  group  of  business) . 
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defendant's  market  power  and  the  intent  to  misuse  such  power 
are  fundamental  underpinnings  of  an  antitrust  violation.31 
For  this  reason,  the  essential  facility  doctrine's  monopoly 
power  requirement  should  be  a  fundamental  prerequisite  to 
establishing  antitrust  liability. 

Despite  some  judicial  confusion  regarding  the  proper 
analytical  technique  for  demonstrating  monopoly  power  in 
essential  facility  cases,  most  courts  and  commentators  form 
a  consensus  supporting  the  traditional  market  share 
approach.   This  methodology  is  well-developed  and 
straightforward:  a  plaintiff  must  demonstrate  that  the 
defendant  has  monopoly  power  in  a  relevant  product  and 
geographic  market  or  submarket.   Monopoly  power  is  a 
function  of:  the  defendant's  market  share  in  the  relevant 
geographic  and  product  (or  service)  market,  evidence  of 
entry  or  exit  barriers,  and  other  factors  such  as  the 
existence  of  government  regulations.   In  essential  facility 
cases,  this  market  analysis  focuses  on  defining  the 
parameters  of  the  relevant  product  (or  service)  and 
geographic  markets  that  include  the  alleged  "essential 
facility." 

The  "essential  facility"  plaintiff  must  also  establish 
that  the  defendant  has  "control"  over  the  facility  from 
which  the  plaintiff  is  denied  access.   This  element  is 


31  Spectrum  Sports  v.  McQuillan,     U.S.    ,  113  S.  Ct. 
884  (1993). 
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easily  satisfied  where  the  defendant  has  actual  ownership  of 
the  facility.   In  other  situations,  however,  defendants  may 
not  have  sufficient  control  to  meet  this  requirement.   For 
example,  one  of  a  number  of  defendants  who  collectively 
control  access  to  a  facility  may  not  individually  have 
"control"  over  the  facility.   Instead,  one  defendant  may 
merely  contribute  to  the  denial  of  plaintiff's  access  to  the 
facility.32  In  these  situations,  an  essential  facility 
claim  may  be  brought  only  against  the  party  who  can 
ultimately  provide  access  to  the  facility.33 

In  the  heath  care  context,  excluded  physicians  often 
assert  that  a  number  of  defendants  prevented  the  physicians 
from  acquiring  access  to  an  alleged  essential  facility 
(e.g.,  staff  privileges).   Under  the  theory  that  "control" 
means  that  each  defendant  must  directly  control  access, 
competing  physicians  who  individually  do  not  control 
"access"  may  not  be  subject  to  antitrust  liability.   The 
hospital  that  actually  controls  access  to  staff  privileges 
would  be  the  proper  defendant.34 


32  See,  e.g.  .  U.S.  Football  League  v.  National  Football 
League,  842  F.2d  1335  (2d  Cir.  1988). 

33  See,  e.g.  .  Beverage  Management  v.  Coca-Cola  Bottling 
Corp.,  653  F.  Supp.  1144  (S.D.  Ohio  1986)  (defendant  beverage 
company  does  not  control  grocer's  feature  ads  which  competing 
beverage  distributor  alleged  were  essential  facilities) . 

34  The  question  whether  members  of  a  hospital's  staff  can 
conspire  with  the  hospital  to  unlawfully  deny  staff  privileges 
is  unresolved  as  indicated  by  the  split  among  the  courts  that 
have  considered  the  issue.  Compare  Nurse  Midwifery  Associates 
v.  Hibbett,  918  F.2d  605  (6th  Cir.  1990)  (hospital  and  medical 
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Essentiality,  inability  to  practically  or  reasonably 
duplicate  the  facility,  and  feasibility  of  access. 

The  essential  facility  test  also  requires  that  the 
facility  at  issue  be  "essential,"  that  it  cannot  be 
reasonably  or  practically  duplicated,  and  that  access  to  it 
is  economically  feasible.   Each  of  these  requirements  are 
indicia  of  the  degree  to  which  a  defendant  has  economic 
power  through  its  control  of  the  "essential  facility." 
There  are  no  bright  line  tests  and  none  of  these  elements 
alone  establishes  the  requisite  economic  power  in  the 
essential  facility.   Instead,  these  factors  seem  to  merely 
rephrase  the  monopoly  power  requirement  in  different  terms. 
The  elements  also  seek  to  answer  the  question  why  others 
cannot  replicate  the  facility  themselves. 

The  first  part  of  the  test  requires  a  showing  that  a 
facility  owner  control  a  resource  that  is  "essential." 
Little  coherent  judicial  guidance  exists  as  to  what 
"essential"  means.   Certainly,  a  monopolized  resource  is 
more  likely  to  be  "essential"  in  some  respects  than  a  non- 
monopolized  resource.   But  courts  have  yet  to  equate 
"essential"  facility  and  "monopolized"  facility  in  this 
context.   Instead,  a  few  courts  have  said  that  to  be 


staff  cannot  conspire),  modified.  927  F.2d  904  (1991),  cert. 

denied.  U.S.  ,  112  S.  Ct.  406  (1991);  with  Bolt  v. 

Halifax  Hosp.  Medical  Center,  891  F.2d  810  (11th  Cir.  1990) 
(hospital  and  staff  can  conspire),  on  remand  from.  874  F.2d 
755  (11th  Cir.  1989)  ,  reinstating  opinion  in  part  on  reh'g  and 
vacating  opinion  from.  851  F.2d  1273  (11th  Cir.  1988),  cert, 
denied.  495  U.S.  924  (1990),  appeal  after  remand.  980  F.2d 
1381  (11th  Cir.  1993). 
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essential  "it  is  sufficient  if  duplication  of  the  facility 
would  be  economically  infeasible  and  if  denial  of  its  use 
inflicts  a  severe  handicap  on  potential  market  entrants."35 
Under  this  formulation,  the  "inability  to  practicably 
duplicate"  element  becomes  merely  one  means  of  establishing 
the  "essentiality"  element.   Further,  this  standard  implies 
that  existing  facilities  probably  have  some  degree  of  market 
power  and  are  thereby  in  some  sense  "essential."   Each  of 
these  standards  are  somewhat  open-ended  and  leave 
considerable  discretion  in  their  interpretation  and 
application  in  the  courts. 

Courts  have  also  identified  factors  that  indicate  a 
facility  is  not  essential.   For  example,  a  facility  is  not 
essential  merely  because  it  is  better  than  or  preferable  to 
another.   Facilities  that  competitors  can  "practicably"  or 
"reasonably"  duplicate  are  not  essential. 

The  fourth  part  of  the  test,  the  economic  feasibility 
of  access,  refers  to  whether  the  facility's  owner  can  share 
the  facility  without  interfering  with  or  depleting  its  own 
use  of  the  facility,  without  causing  congestion  of  the 
facility,  and  without  incurring  economic  losses.   Because 
mandated  access  reguires  the  owner  to  share  its  resources, 
it  may  inhibit  the  owner's  ability  to  serve  its  own 
customers.   For  this  reason,  courts  must  consider  whether  an 


35  See  Fishman  v.  Estate  of  Wirtz,  807  F.2d  520,  539  (7th 
Cir.  1986);  see  also  Hecht  v.  Pro-Football,  Inc.,  570  F.2d 
982,  992  (D.C.  Cir.  1977),  cert,  denied.  436  U.S.  956  (1978). 
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owner  is  economically  justified  in  making  the  decision  to 
exclude  rivals.   For  example,  excess  capacity  does  not 
necessarily  support  a  right  of  access  if  such  access  would 
result  in  congestion,  overuse  or  depletion  of  the  resource. 
Firms  that  maintain  an  inventory  of  a  purported  "essential" 
resource  need  not  make  it  available  for  consumption  by 
others  if  they  can  demonstrate  a  valid  "business 
justification"  discussed  in  more  detail  in  a  later  section. 

Denial  of  access  to.  or  use  of,  the  essential  facility 

The  essential  facility  test  requires  that  the  owner 
deny  the  plaintiff  the  access  to  or  use  of  the  facility.36 
This  element  parallels  the  exclusionary  conduct  requirement 
in  monopolization  actions.   Under  monopolization  law, 
however,  a  refusal  to  deal  or  a  denial  of  access  is 
generally  not  actionable  if  made  unilaterally.37  For  this 
reason,  the  essential  facility  doctrine  imposes  greater 


36  The  term  "access"  means  more  than  merely  the  right  of 
admission  to  a  facility.  Instead,  it  means  actual  use  of  the 
facility  (i.e.  sharing  the  scarce  resource  with  rivals).  See 
generally  A.  Neale.  The  Antitrust  Laws  of  the  United  States  67 
(2d  ed.  1970)  ("where  facilities  cannot  practicably  be 
duplicated  by  would-be  competitors,  those  in  possession  of 
them  must  allow  them  to  be  shared  on  fair-terms")  (emphasis 
added) .  This  distinction  is  important  because  a  firm's 
refusal  to  grant  "access"  suggests  that  the  firm  acts 
unreasonably  in  doing  so.  A  firm's  decision  not  to  share  or 
allow  the  use  of  its  own  resources  with  its  business  rivals 
has  a  less  negative  connotation. 

37  Aspen  Ski.  472  U.S.  585,  600-01  (1985). 
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obligations  on  owners  of  "essential  facilities"  than  are 
generally  imposed  under  other  antitrust  principles. 

The  phrase  "denial  of  access"  is  a  term  of  art.   Courts 
generally  focus  on  whether  the  denial  was  the  type  the 
antitrust  laws  were  designed  to  prohibit  (i.e.,  by  looking 
at  the  competitive  impact  of  the  denial) .   Courts  also 
consider  whether  the  defendant's  motivation  for  the  denial 
was  anticompetitive  (defendant's  subjective  state-of-mind) . 

A  "denial"  of  access  can  occur  in  a  number  of  ways, 
some  of  which  are  innocuous.   For  example,  a  firm  that 
refuses  to  negotiate  with  a  competitor  denies  that 
competitor  access  to  its  resources.38  This  denial  may  have 
no  anticompetitive  effect  even  if  the  firm  has  some  degree 
of  market  power.39  There  may  also  be  "denials  of  access" 
that  are  justified  based  on  scarcity.   For  example,  a 
hospital  may  have  a  legitimate  justification  for  limiting 
the  number  of  physicians  and  non-physician  professionals 


38  In  like  manner,  the  firm  could  initially  negotiate 
with  the  rival  only  to  later  decide  not  to  enter  into  any 
contractual  obligation. 

39  For  example,  in  Ferguson  v.  Greater  Pocatello  Chamber 
of  Commerce.  Inc. .  848  F.2d  976  (9th  Cir.  1988),  an  owner  of 
an  auditorium  limited  the  number  of  trade  shows  in  its 
facility  per  season  and  choose  only  one  of  a  number  of 
competing  bidders.  The  court  held  that  this  conduct  is  not  an 
unlawful  denial.  Instead,  the  owner's  conduct  merely  promoted 
competition  for  the  use  of  the  facility.  The  court  stated 
that  "[the  defendant]  has  not  refused  to  deal  with  anyone.  It 
has  merely  refused  to  house  more  than  one  trade  show  per 
spring,  and  it  has  decided  that  show  will  be  given  to  the 
producer  who  makes  the  best  bid.  The  [plaintiffs]  simply 
failed  to  outbid  their  competitors."  Id.  at  983  (emphasis  in 
original) . 
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that  have  access  to  and  use  of  its  facilities.   Denial  of 
access  in  this  context  may  have  no  meaningful  economic 
ramifications . 

A  firm's  unreasonable  offers  of  access  can  amount  to  a 
"denial"  in  some  situations.   For  instance,  if  a  defendant 
offers  to  provide  its  facility  to  the  plaintiff  at  a  price 
later  determined  to  be  unreasonable,  a  denial  of  access  can 
occur .  *° 

Finally,  the  subjective  motivations  of  owners  of 
essential  facilities  do  not  appear  to  be  relevant. 
Essential  facility  cases  generally  do  not  require  that  a 
denial  of  access  be  with  "exclusionary  intent."   Thus,  a 
firm  that  lacks  anticompetitive  intent  but  denies  its  rivals 
access  to  its  facilities  may  nonetheless  violate  the 
essential  facility  test. 


40  See,  e.g..  Aspen  Ski.  472  U.S.  585,  590  n.8  (1985) 
(defendant  ski  company  offered  plaintiff  12.5%  share  of  joint 
revenues  compared  to  past  minimum  of  13.2%);  Consol.  Gas  Co. 
of  Fla.  v.  City  Gas.  Co.  of  Fla.,  665  F.  Supp.  1493,  1534 
(S.D.  Fla.  1987)  (offers  for  natural  gas  at  7  cents  per  therm 
over  cost  held  unreasonable  when  estimates  of  reasonable  price 
were  approximately  1  cent  per  therm),  aff 'd.  880  F.2d  297 
(11th  Cir.  1989),  vacated.  889  F.2d  264  (llth  Cir.  1990),  on 
rehearing  en  banc.  912  F.2d  1262  (llth  Cir.  1990),  cert. 

granted  and  judgment  vacated ,  __  __  U.S.  ,  111  S.  Ct.  1300 

(1991).  In  Aspen  Ski,  for  instance,  it  was  necessary  to 
consider  the  plaintiff's  contribution  to  the  joint  marketing 
venture  and  its  subsequent  market  share  to  determine  the 
reasonableness  of  the  defendant's  offer. 
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Business  Justification  defense 

Courts  have  recognized  a  business  justification  defense 
to  the  essential  facility  doctrine.   The  defense  is 
consistent  with  the  proposition  that  a  firm  possessing 
monopoly  power  is  not  automatically  subject  to  antitrust 
liability  because  such  monopoly  power  may  result  from 
"superior  skill,  foresight,  and  industry"41  or  "superior 
product,  business  acumen,  or  historic  accident."42 

A  denial  of  access  is  justified  where  the  defendant  has 
a  legitimate  business  reason  for  the  denial.   For  instance, 
the  feasibility  of  access  element  raises  the  question  of 
whether  access  would  overburden  the  facility  causing  the 
defendant's  level  of  customer  service  to  decline.   A  denial 
of  access  is  permissible  if  access  would  prevent  the  owner 
from  serving  its  own  customers  or  would  interfere  with  the 
owner's  expansion  plans. 

The  defendant  could  also  demonstrate  that  a  denial  was 
based  on  economic  efficiency  consideration.   A  firm  that 
controls  some  resource  or  facility  can  defend  an  essential 
facility  claim  by  showing  the  net  effects  of  denying  access 
are  pro-competitive.43  Courts  are  generally  unwilling  to 


41  United  States  v.  Aluminum  Co.  of  America,  148  F.2d  416 
(2d  Cir.  1945)  . 

42  United  States  v.  Grinnell  Corp.,  384  U.S.  563  (1966). 

43  See  generally  Note,  Economies  of  Scale:  Weighing 
Operating  Efficiency  When  Enforcing  Antitrust  Law.  49  Fordham 
L-  Rev.  771  (1981)  (arguing  that  scale  economies  should  be 
considered  in  determining  liability  and  relief  under  section 


147 
deprive  firms  of  the  benefits  of  the  economies  in  their 
production  processes  unless  there  are  no  alternative  means 
of  promoting  competition. 

Economics  and  the  Essential  Facility  Doctrine 
The  legal  foundation  of  the  essential  facility  doctrine 
described  above  is  based  upon  the  metaphor  that  firms 
controlling  "essential  facilities"  or  "bottlenecks"  must 
provide  access  to  their  competitors  on  fair  and  reasonable 
terms.44  This  broad  legal  metaphor,  however,  has  yet  to 
find  support  in  any  one  economic  theory.   Commentators  have 
urged  broad  and  narrow  economic  interpretations  of  the 
doctrine.45  This  essay  does  not  attempt  to  provide  a  unified 
or  comprehensive  explanatory  theory.   Instead,  it  presents  a 


2  of  the  Sherman  Act) . 

44  See  Boudin,  supra  note  5,  at  397. 

Areeda,  supra  note  4,  at  852  (1989)  ("There  is  no 
general  duty  to  share.  Compulsory  access,  if  it  exists  at 
all,  is  and  should  be  exceptional. ") ;  Ratner,  supra  note  19, 
at  328,  367  (discussion  of  broad  and  narrow  approaches,  and 
suggesting  that  a  successful  essential  facility  claim  requires 
that  denial  causes  "welfare-harmful  output  reduction"  or  "will 
increase  or  maintain  the  facility's  market  power.");  Gerber, 
Rethinking  the  Monopolist's  Duty  to  Deal:  A  Legal  and  Economic 
Critigue  of  the  Doctrine  of  "Essential  Facilities".  74  Va.  L. 
Rev^  1069  (1988)  (arguing  that  doctrine  should  apply  to 
exceptional  cases  involving  long-term  anti-competitive 
exclusions  and  natural  monopolies) ;  Werden,  The  Law  and 
Economics  of  the  Essential  Facility  Doctrine.  32  St.  Louis 
U-L-  Rev-  433,  476,  479-80  (1987)  ("A  facility  should  be 
deemed  essential  only  if  it  is  a  natural  monopoly[;]" 
legislative  or  administrative  agencies,  rather  than  judiciary, 
should  regulate  industries  such  that  doctrine  as  an  antitrust 
theory  should  be  entirely  rejected) . 
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few  economic  concepts  that  assist  in  defining  the 
appropriate  economic  parameters  of  the  legal  doctrine. 
These  concepts  include  the  concept  of  natural  monopoly, 
economies  of  scale  and  scope,  and  vertical  integration. 

Essential  Facilities  and  the  Theory  of  Natural  Monopoly 

The  legal  test  for  identifying  an  "essential  facility" 
includes  factors  that,  to  a  great  extent,  describe  in  non- 
economic  terms  the  characteristics  of  a  natural  monopoly. 
For  instance,  the  legal  test  reguires  that  a  monopolist 
control  an  "essential"  facility  that  rivals  cannot 
practically  or  reasonably  duplicate.   This  language  supports 
the  concept  that  only  one  "essential"  facility,  the  natural 
monopoly,  can  exist  in  the  market.   This  language  also 
connotes  that  essential  facilities  are  large-scale 
endeavors,  such  as  electric  power  distribution  systems, 
sports  stadium,  telecommunications  networks,  and  the  like, 
which  are  typically  viewed  as  being  impracticable  for  rivals 
to  duplicate  on  their  own. 

The  essential  facility  doctrine  reguires  that  owners 
share  these  types  of  facilities  with  their  rivals  or  face 
antitrust  liability.   As  a  general  economic  principle, 
however,  firms  should  be  free  to  engage  in  activities  that 
enhance  economic  efficiency  provided  such  activities  do  not 
unreasonably  and  adversely  affect  competition  and  consumer 
welfare.   Firms  often  establish  production  facilities  or 
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cooperative  industry  organizations  that  yield  cost  or 
marketing  advantages  for  their  owners  or  members.   Such 
facilities  or  efficiency-enhancing  joint  ventures  generally 
reguire  significant  investments  of  financial  capital.   For 
instance,  an  airline  computer  reservation  system  may  be 
costly  to  develop,  but  it  increases  the  efficiency  of 
ticketing  of  airline  flights  and  other  travel-related 
services  (hotel  reservations,  car  rentals,  etc.).46  Also, 
joint-purchasing  cooperatives  may  reduce  the  transactions 
costs  of  negotiating  the  purchase  of  inputs  for  all 
members.47  A  common  feature  of  these  types  of  facilities 
and  organizations  is  the  potential  for  the  creation  of 
economies  of  scale  or  scope. 

Economies  of  scale  and  scope 

Economies  of  scale  and  scope  occur  in  many  industries. 
Economies  of  scale  arise  in  the  production  of  a  single  good, 
while  economies  of  scope  arise  where  two  or  more  goods  are 
jointly  produced.   The  concept  of  economies  of  scale  relates 
to  whether  a  firm's  production  method  results  in  cost 
savings  as  the  amount  of  the  firm's  output  increases.   For 
example,  if  a  firm's  total  short-run  cost  of  producing  100 


46  Alaska  Airlines,  Inc.  v.  United  Airlines,  Inc.,  948 

F.2d  536  (9th  Cir.  1991),  cert,  denied.  U.S.  ,  112  S. 

Ct.  1603  (1992). 

47  See,  e.g. .  Northwest  Wholesale  Stationers  v.  Pacific 
Stationary  &  Printing  Co.,  472  U.S.  284  (1985). 
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widgets  is  $100  and  its  costs  of  producing  2  00  widgets  is 
$175,  the  firm's  production  process  exhibits  declining 
average  cost  in  this  output  range.   Output  doubles  from  100 
to  200,  but  costs  increase  by  less  than  twofold  from  $100  to 
$175.   Similarly,  in  the  long-run  where  all  inputs  are 
variable,  a  firm  can  exhibit  economies  of  scale  if  its  long- 
run  average  costs  decline  as  output  increases.48 

Economies  of  scale  depend  on  the  nature  of  the  firm's 
cost  function  at  particular  levels  of  output.   For  instance, 
a  firm  may  have  economies  of  scale  at  low  levels  of  output 
but  not  at  higher  levels.   This  concept  is  represented  in 
Figure  3.1: 


cIcl) 


qo      qt 

OUTPUT 


q2 


Figure  3.1.   Economies  of  scale. 


In  mathematical  terms,  if  a  firm's  cost  function  is  C, 
economies  of  scale  exist  when: 

C($q)  <  <SC(q)   for  all  S,    for  1<<J<1+*  where  *  is  a 
small  positive  number. 

W.  Sharkey.  The  Theory  of  Natural  Monopoly.  4  (1982). 
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Economies  of  scale  exist  at  a  particular  output  level  if: 

Sligl  <  C(q) 
Sq  q 

This  expression,  obtained  by  dividing  the  equation  in 

footnote  48  by  Sq,    simply  means  that  economies  of  scale 

exist  at  output  level  q  if  a  firm's  average  costs  are 

declining  at  q  (i.e.,  section  of  C(q)/q  that  is  declining). 

In  other  words,  economies  of  scale  exist  at  q0  and  q,  in 

Figure  3.1  but  not  at  q2.   The  concept  of  subadditivity, 

which  is  discussed  in  the  next  section,  more  accurately 

describes  the  conditions  of  strong  and  weak  natural 

monopolies. 

Firms  that  produce  more  than  one  product  may  exhibit 

economies  of  scope.   These  types  of  economies  exist  when  the 

cost  of  jointly  producing  two  or  more  products  is  less  than 

the  costs  of  producing  the  products  separately  at  particular 

output  levels.   This  concept  is  important  because  a  multiple 

output  natural  monopoly,  discussed  below,  require  both 

economies  of  scale  and  scope.49  Because  the  essential 

facility  doctrine  applies  to  multi-product  firms,  the 

mandated  sharing  of  one  of  two  jointly-produced  products  may 

have  a  number  of  effects  on  a  particular  firm.   With 

mandated  access,  a  firm  may  have  to  set  aside  a  portion  of 

one  of  its  outputs  thereby  reducing  the  firm's  remaining 


49  W.  Sharkev.  supra  note  48,  at  7.  Declining  ray- 
average  costs  and  economies  of  scope  are  sufficient,  but  not 
necessary,  for  subadditivity. 


152 
inventory.   This  set-aside  involves  an  opportunity  cost  for 
the  input,  resulting  in  lower  profits  to  the  firm  and  a 
possible  substitution  of  other  inferior  and  more  costly 
inputs.   These  effects  result  in  misallocations  of  resources 
and  generally  reduce  consumer  welfare. 

The  concepts  of  economies  of  scale  and  scope  play  an 
important  role  in  understanding  the  essential  facility 
doctrine.   Most  essential  facility  cases  can  be  analyzed  as 
attempts  to  benefit  from  the  economies  of  scale  or  scope  of 
rivals.   The  implicit  claim  of  excluded  firms  is  that  an 
essential  facility  owner  uses  its  economies  of  scale  or 
scope  to  preclude  rivals  from  entering  a  market  (or  to  drive 
rivals  from  a  market) .   The  firm  uses  its  economies  to 
"corner  the  market"  or  leverage  its  market  power  into  other 
markets . 50 

As  a  practical  matter,  the  mere  existence  of  economies 
of  scale  or  scope  is  insufficient  to  establish  a  mandatory 
right  of  access  under  the  doctrine.   Most  firms  experience 
some  economies  of  scale  or  scope  in  their  production 
processes.   At  some  level  of  output,  most  firms  achieve  some 
reduced  costs  due  to  technological  factors  or  the  spreading 
of  variable  production  costs  over  fixed  or  sunk  production 
costs.   Because  economies  of  scale  and  scope  are 


50  A  number  of  assumptions  underlie  this  version  of  the 
doctrine  such  as  rival  firms  are  presumed  to  be  unable  to 
replicate  facilities  with  similar  economies  of  scale  or  scope, 
and  market  power  is  assumed  to  be  transferrable  from  one 
market  to  another. 
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commonplace,  they  are  generally  insufficient  by  themselves 
to  justify  intervention.   Instead,  intervention  may  be 
economically  justified  in  markets  where  economies  of  scale 
or  scope  cause,  or  are  combined  with,  other  structural 
impediments  to  competition  resulting  in  long-run  entry 
barriers. 

Subadditivitv  and  economies  of  scale  and  scope 

The  concept  of  subadditivity  adds  an  additional 
dimension  to  the  concepts  of  economies  of  scale  and  scope. 
Figure  3.2  represents  a  market  having  two  firms  with 
identical  cost  functions,  C.   Each  firm's  average  cost 
function,  C(q)/g,  is  graphically  represented. 


MINIMUM  AC 
WITH    I   FIRM 


MINIMUM  AC 
WITH  2  FIRMS 


Figure   3.2.      Subadditivity. 
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The  most  efficient  means  of  producing  output  level  q0  is  to 
permit  one  firm  to  operate  at  the  minimum  of  the  average 
cost  curve.   The  most  efficient  means  of  producing  output 
level  2q0  is  for  the  two  firms  to  produce  q0  at  the  minimum 
of  their  average  cost  curves.   If  only  one  firm  produced 
output  2qo,  average  production  costs  would  be  much  higher. 

The  concept  of  subadditivity  is  demonstrated  by 
considering  whether  it  is  more  efficient  for  output  ql 
(where  the  cost  functions  intersect)  to  be  produced  by  one 
or  two  firms.   Up  to  output  level  q,,  it  is  more  efficient 
for  one  firm  to  operate.   For  output  levels  greater  than  q,, 
however,  it  is  more  efficient  for  two  firms  to  operate. 
Consequently,  subadditivity  exists  for  q<qt  because: 

C(q)  <  C(x)  +  C(q-x)  for  any  x  such  that  0<x<q.51 
Simply  stated,  the  total  cost  of  producing  any  level  of 
output  less  than  q,  is  less  than  the  sum  of  the  total  costs 
of  two  firms  producing  output  levels  that  sum  to  q,. 

A  distinction  is  made  between  "plant  subadditivity"  and 
"firm  subadditivity."  Plant  subadditivity  is  based  on  the 
technology  of  the  production  process  and  may  result  from 
either  scale  or  scope  economies.52  For  instance,  the 
average  production  costs  of  the  distribution  of  local  cable 


Id.  at  73-74. 
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television  services  may  decline  because  of  certain 
technological  considerations. 

Firm  subadditivity  exists  when  a  single  firm's 
production  is  more  efficient  than  other  market 
alternatives.53  For  example,  concentrating  production  in  a 
single  firm  may  produce  organizational  or  managerial 
economies  of  scale.54  The  distinction  between  plant  and 
firm  subadditivity  is  that  the  former  involves  the 
relationship  between  physical  plant  and  output  while  the 
latter  involves  the  relationship  between  the  organizational 
structure  of  the  firm  and  output. 

Plant  and  firm  subadditivity  are  important  in  analyzing 
and  identifying  the  circumstances  in  which  the  application 
of  the  essential  facility  doctrine  will  improve  overall 
economic  efficiency.   The  economic  consequences  of  mandating 
the  sharing  of  economies  resulting  from  plant  subadditivity 
are  different  from  those  resulting  from  firm  subadditivity. 
Sharing  the  economies  of  a  firm's  organizational  structure 
(i.e.,  firm  subadditivity)  may  be  impractical  or  impossible 
in  most  situations. 

Sharing  a  firm's  production  technology  (plant 
subadditivity)  is  possible.   A  careful  analysis  is 


Id.  at  73. 


54  Id.  at  80.  The  author  states  "a  firm  must  perform  some 
essential  functions  in  the  process  of  production  more 
economically  than  a  market.  According  to  Coase,  the 
distinguishing  characteristic  of  a  firm  is  the  supersession  of 
the  price  mechanism."  Id. 
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necessary,  however,  to  conclude  that  the  mandatory  sharing 
of  a  firm's  production  technology  or  physical  assets  is 
necessary  to  improve  economic  welfare.   The  direct  and 
indirect  costs  of  sharing  the  technology  or  asset  may 
outweigh  any  purported  benefits  to  consumers.   For  instance, 
a  firm  may  exhibit  economies  of  scale  at  its  current 
production  level.   These  economies,  however,  may  disappear 
at  the  levels  of  production  that  result  from  the  mandatory 
sharing  of  its  technology  or  assets.   They  may  also  be 
outweighed  by  economic  consequences  such  as  the  transactions 
costs  associated  with  accommodating  access  and  the  costs  of 
utilizing  or  substituting  less  desirable  technology  or 
inputs  for  those  that  must  be  shared. 

Natural  monopolies;  weak  and  strong 

As  discussed,  economies  of  scale  and  scope  are  central 
economic  concepts  in  explaining  the  theory  of  natural 
monopoly.   This  section  illustrates  the  rudiments  of  the 
theory  of  natural  monopoly  and  suggests  that  the  essential 
facility  doctrine  has  possible  application  to  such  markets. 

When  market  conditions  permit  more  than  one  firm  to 
compete  effectively  and  survive,  there  are  few  concerns  that 
firms  may  use  their  economic  efficiencies  to  exert  control 
over  market  prices  and  output.   Under  some  market 
conditions,  however,  existing  or  potential  demand  may  be 
insufficient  to  permit  a  free-market  approach  to  the  growth 
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of  an  industry.   In  such  cases,  the  dynamics  of  the  market 
may  result  in  a  single  firm  operating  to  meet  demand  (i.e., 
a  natural  monopoly) . 

Under  the  theory  of  natural  monopoly,  a  single  firm 
produces  the  entire  output  for  a  market  at  lowest  average 
cost.55  This  result  stems  from  the  interaction  of  supply 
and  demand  conditions.   First,  the  production  technology  of 
the  industry  reguires  large  scale  production  for  efficiency. 
This  condition  means  that  average  costs  of  production 
decline  throughout  much  of  the  relevant  portions  of  the 
firm's  output  range.   For  example,  in  Figure  3.3  long-run 
average  costs  decline  as  the  firm  increases  production. 
Second,  market  demand  results  in  the  need  for  no  more  than 
one  efficient  firm.   Only  one  firm  is  necessary  to  meet 
market  demand,  D0.   Market  demand  causing  output  to  be  less 


See  generally  W.  Sharkev.  supra  note  48,  at  12-28 
(historical  survey  of  natural  monopoly  theory) .  The  author 
states  that: 

It  is  not  monopoly  but  the  absence  of  competition 
that  imposes  cost  on  society.  Under  ideal 
competition,  natural  monopoly  is  consistent  with 
maximum  social  welfare,  as  long  as  a  single  firm  is 
as  efficient  as  a  multiple  firm  alternative  . . . 
With  natural  monopoly,  increased  competition  could 
not  improve  social  welfare.  The  entry  of  firms  in 
a  natural  monopoly  market  could  only  reduce  welfare 
by  raising  the  costs  of  production.  Natural 
monopoly  is  itself  a  natural  outcome  of  the 
competitive  process  under  ideal  competition. 

Id.  at  56-57. 
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than  D0  results  in  a  strong  natural  monopoly  because  pricing 
at  marginal  cost  would  result  in  losses  to  the  firm.56 


MINIMUM  AC 
WITH    I   FIRM 


MINIMUM  AC 
WITH  2  FIRMS 


Figure  3.3.   Weak  and  strong  natural  monopolies. 

If  demand  shifts  to  D2,  two  firms  of  equivalent  size 
would  be  more  efficient  than  only  one.   The  output  level  Q0, 
which  is  the  lowest  point  on  the  average  cost  curve, 
represents  the  minimum  efficient  scale  (MES) .   With  D2,  two 
firms  operating  at  MES  can  serve  the  market.   If  demand  were 
to  shift  to  D,,  however,  market  demand  is  not  large  enough 
to  allow  a  second  entrant  to  operate  profitably.   This  type 
of  market  is  termed  a  weak  natural  monopoly  because  the 
monopolist  can  price  at  marginal  cost  and  receive  non- 


See  S.   Bera  &  J.   Tschirhart.   Natural  Monopoly 
Regulation:  Policy  and  Practice  24-28  (1988). 
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negative  profits.57  The  firm's  profitability  can  attract 
potential  entry  and  in  some  cases  entry  restrictions  may  be 
needed  to  protect  an  incumbent  firm  from  entrants  who  charge 
slightly  less,  serve  only  part  of  the  market,  and  earn 
positive  profits.58  In  such  cases,  regulators  can  protect 
the  weak  natural  monopolist  by  ensuring  that  any  entrant  be 
required  to  meet  the  entire  quantity  demanded  at  the 
entrant's  price.59  Assuming  the  incumbent  prices  at  average 
cost  and  an  entrant's  technology  and  input  prices  are  equal 
or  inferior  to  the  incumbent's,  the  entrant  cannot  serve  the 
entire  market  and  make  nonnegative  profits.60 

Policy  prescriptions 

The  characteristics  of  a  natural  monopoly  closely 
parallel  the  concept  of  an  "essential  facility."  Owners  of 
natural  monopolies  are  generally  monopolists  who  control 
facilities  that  competitors  cannot  practically  or  reasonably 
duplicate.   The  denial  of  access  to  such  natural  monopolies 
generally  imposes  a  competitive  disadvantage  on  rivals  such 
that  access,  if  feasible,  can  increase  market  output  and 
consumer  welfare.   For  this  reason,  a  facility  should  be 


57  Id.  at  26-29. 

58  Id.  at  32. 

59  Id. 

60  Id. 
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considered  an  "essential  facility"  only  if  it  exhibits  the 
characteristics  of  a  natural  monopoly.61 

The  policy  prescription  for  a  natural  monopoly  depends 
upon  the  characteristics  of  the  firm's  cost  function  and 
market  demand.   The  economic  response  to  natural  monopoly  is 
generally  regulatory  measures  designed  to  control  prices  and 
expand  output.   For  instance,  Table  3.1  illustrates  some  of 
the  various  policies  that  can  resolve  the  possible 
inefficiencies  multi-product  natural  monopolies  cause. 


Table  3.1 
Policy  Prescriptions. 


Barriers  to  Entry 


No  Barriers  to  Entry 
Sustainable        Not  Sustainable 


Strong 
Natural 
Monopoly 


Weak 

Natural 

Monopoly 


Regulate  to  deviate 
from  MC  pricing  to 
eliminate  losses 
and  avoid  monop- 
olistic prices. 

Do  not  regulate.  Allow 
threat  of  entry  to 
force  break-even 
prices. 

Regulate  to  deviate 
from  MC  pricing  both 
to  eliminate  losses 
and  to  avoid  monop- 
olistic prices,  while 
disallowing  entry. 

Regulate  to  enforce 
MC  pricing  and 
address  problem  of 
excess  profits. 

Do  not  regulate.  Allow 
threat  of  entry  to 
force  MC  prices. 

Regulate  to  enforce 
MC  pricing  and  address 
problem  of  excess 
profits,  while 
disallowing  entry. 

Source:    S.  Berg  &  J.  Tschirhart,  Natural  Monopoly 

Regulation:  Policy  and  Practice  237  (1988). 


These  policies  are  categorized  by  whether  a  market  is  a 
strong  or  weak  natural  monopoly  and  whether  barriers  to 


61  See,  e.g.  .  Werden,  supra  note  45,  at  476  ("the  natural 
monopoly  criterion  provides  a  simple,  bright  line  test  and, 


thus,  probably  is  best."). 
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entry  exist.   In  addition,  the  sustainability  of  the  natural 
monopoly  absent  entry  barriers  is  considered.62 

Table  3.1's  policy  prescriptions  indicate  that 
regulation  of  natural  monopolies,  weak  and  strong,  can 
improve  economic  welfare  under  certain  circumstances.   For 
instance,  a  weak  natural  monopoly  could  be  required  to  set 
its  rates  at  marginal  cost  and  to  disgorge  excess  profits. 
A  common  response  is  for  regulators  to  require  the 
monopolist  to  price  its  product  at  average  cost  and  earn  a 
specified  return.   This  policy  addresses  the  excess  profit 
problem  but  results  in  inefficiency  because  too  much  output 
is  produced. 

It  should  not  be  overlooked  that  the  essential  facility 
doctrine  is  judicially-created  and  places  courts  in  the  role 
of  ongoing  industry  regulators.   It  is  questionable  whether 
courts  can  successfully  implement  any  of  the  various  policy 
prescriptions  set  forth  above.   Government  agencies  are 
somewhat  better  suited  compared  with  courts  to  regulate 
natural  monopolies.   For  instance,  a  court  that  mandates 
access  to  a  facility  must  also  set  and  continually  monitor 
the  price  of  access.   Although  agencies  have  their  own 
inefficiencies,  they  generally  have  greater  competence  in 
understanding  the  nuances  of  an  industry  and  regulating 


62  Sustainability  relates  to  whether  a  multi-product 
natural  monopolist  can  implement  a  set  of  prices  that  will 
enable  it  to  operate  on  at  least  a  break-even  basis  despite 
potential  entry  by  rivals  into  its  product  markets.  S .  Berg 
&  J.  Tschirhart.  supra  note  56,  at  276-78. 
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entry  and  prices  than  do  courts.63  Consequently,  the 
judicial  doctrine  should  be  limited  to  industries  where 
courts  can  more  readily  administer  the  regulatory  duties 
they  undertake  as  required  under  the  doctrine. 


Essential  Facilities  as  Barriers  to  Entry 

The  essential  facility  doctrine  can  be  explained,  in 
part,  as  a  response  to  the  potentially  anticompetitive 
consequences  of  persistent  entry  barriers.   A  firm's  ability 
to  exercise  control  over  market  price  is  limited  if 
potential  competitors  can  enter  the  market.   Conversely, 
entry  barriers  can  perpetuate  an  incumbent  firm's  market 
power . 

A  key  question  under  the  doctrine  is  whether  rivals 
cannot  "practicably  or  reasonably"  duplicate  the  essential 
facility  over  time.   Access  denials  that  merely  postpone  or 
delay  entry  should  have  little  or  no  adverse  economic 
effects  in  the  short-run,  and  should  not  be  penalized. 
Access  denials  that  result  in  persistent  long-run  exclusion 
and  significant  adverse  economic  effects  should  be  analyzed 
differently . ** 


63  Werden,  supra  note  45,  at  472. 

64  See  Demsetz,  Barriers  to  Entry.  72  Amer.  Econ.  Rev.  47 
(1982)  (discussion  of  various  tests  for  entry  barriers). 
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A  simple  economic  model65  illustrates  that  economies  of 
scale  can  deter  entry.66  Assume  there  is  an  incumbent  firm, 
the  monopolist,  whose  production  technology  exhibits 
economies  of  scale.   The  monopolist's  cost  functions  and 
current  market  demand,  D,,,,,^,  are  represented  in  Figure 
3.4.67 


Figure  3.4.   Economies  of  scale  and  entry  barriers. 

Potential  entrants  are  assumed  to  have  cost  functions 
identical  to  those  of  the  monopolist,  and  entrants  expect 


65  Graphs  from  W.  Sharkev.  supra  note  48,  at  155.  Other 
more  sophisticated  exist.  See,  e.g. .  Dixit,  A  Model  of 
Duopoly  Suggesting  a  Theory  of  Entry  Barriers.  Bell.  J.  Econ. 
10  (1979). 

66  This  section  relies  upon  the  models  developed  in  P. 
Svlos-Labini,  Oligopoly  and  Technological  Progress  (1962)  and 
J.  Bain.  Barriers  to  New  Competition  (1956).  For  a  brief 
overview  of  limit  pricing  models  see  W.  Sharkev.  supra  note 
48,  at  151-64. 

67  Figures  3.4  and  3.5  are  contained  in  W.  Sharkev.  supra 
note  48,  at  155. 
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the  monopolist  to  produce  the  monopoly  output  q,,,  even  after 
entry  occurs.   Based  upon  these  assumptions,  potential 
entrants  look  to  the  residual  demand  function,  De  =  D,,,,,^  - 
qml    to  determine  whether  they  can  successfully  enter  the 
market.   Based  upon  the  supply  and  demand  conditions 
represented  in  Figure  3.4,  entrants  have  no  price  and  output 
combination  at  which  they  can  enter  the  market.   The 
monopolist  can  price  at  pm,  collect  monopoly  profits,  yet 
entry  is  deterred  due  to  structural  conditions.   Under  these 
market  conditions,  even  a  more  efficient  rival  could  not 
enter . M 

Under  other  market  conditions,  however,  the  incumbent 
firm  must  take  account  of  the  possibility  that  entry  could 
occur  and  dissipate  its  profits.   For  example,  in  Figure  3.5 
if  the  monopolist  sets  its  price  at  the  short-run  profit- 
maximizing  price  of  pm,  potential  entrants  can  price  below 
pm  and  earn  profits.   To  limit  entry,  the  monopolist  must 
set  a  price  that  takes  account  of  the  interaction  between 
the  entrants'  cost  functions  and  the  amount  of  residual 
demand . 


Id.  at  154. 
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Dmarkat 


Figure  3.5.   Limit  pricing  model, 


As  indicated  in  Figure  3.5,  the  limit  price  p,  is  determined 
by  the  tangency  of  the  residual  demand  curve  with  the 
average-cost  function.   At  any  price  below  p,,  entry  is  not 
profitable  to  potential  entrants.   The  monopolist  sacrifices 
short-run  profits  by  pricing  below  pm  but  prevents  short-run 
entry  and  presumably  allows  the  monopolist  to  increase  long- 
run  profitability.   The  present  value  of  the  expected 
profits  under  the  two  options  dictates  the  monopolist's 
choice.   This  limit  pricing  model  indicates  that  scale 
economies  can  limit  entry,  at  least  in  the  short-run. 
Changes  in  market  demand  and  improvements  in  production 
technology  can  cause  entry  to  occur  at  a  relatively  earlier 
time.   As  the  average  cost  function  declines  or  as  market 
demand  increases,  the  usefulness  of  a  limit  pricing  strategy 
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decreases.   In  general,  p,  will  decline  to  a  point  at  which 
the  monopolist  cannot  profitably  meet  market  demand  at  p, 
thereby  allowing  entry  to  occur. 

These  temporal  changes  are  important  in  evaluating  the 
efficacy  of  essential  facility  claims.   For  instance, 
mandated  access  at  too  early  a  stage  in  the  development  of 
an  industry  can  thwart  long-run  growth  and  technological 
developments  that  might  otherwise  have  occurred.   A  firm 
might  make  risky  investments  in  its  facilities  in 
anticipation  of  growing  demand.   A  rival,  who  does  not  bear 
these  initial  investment  risks,  may  later  attempt  to  share 
in  the  firm's  investments  by  seeking  access  to  a  facility 
after  market  demand  has  increased.   Mandated  access  at  this 
point  permits  the  rival  to  free-ride  on  the  firm's  risky 
investment  in  its  facilities.   Mandated  access  would  also 
potentially  congest  the  facilities  and  provide  a  significant 
disincentive  to  the  development  of  similar  facilities. 

Another  important  concept  is  the  distinction  between 
fixed  and  sunk  costs  which  have  a  number  of  important 
implications  in  determining  whether  entry  barriers  exist  in 
a  particular  market.   A  fixed  cost  is  a  cost  that  does  not 
change  with  variations  in  output  and  often  arises  due  to 
indivisibilities  in  production  processes.69  The  definition 
of  fixed  cost  includes  a  temporal  dimension  as  well  (i.e., 


69  W.  Sharkey,  supra  note  48,  at  37. 


167 
long-  versus  short-run) .   Costs  that  are  fixed  in  the  short- 
run  are  variable  over  longer  periods. 

Sunk  costs,  which  are  closely  related  to  fixed  costs, 
are  expenditures  on  specialized  assets  that  are  not  easily 
converted  into  productive  uses  in  other  industries.70  Such 
a  cost  "is  the  difference  between  the  ex  ante  opportunity 
cost  and  the  value  that  could  be  recovered  ex  post  after  a 
commitment  to  a  given  project  has  been  made."71  For 
instance,  the  capital  invested  in  specialized  manufacturing 
equipment  is  sunk  to  the  extent  the  equipment  has  a  reduced 
value  in  other  uses.   If  the  invested  capital  is  $10,000  and 
the  only  viable  use  of  the  equipment  (other  than  in  its 
anticipated  use)  is  $1,000,  sunk  costs  are  $9,000.   Thus, 
although  a  fixed  cost  may  or  may  not  be  a  sunk  cost,  every 
sunk  cost  is  fixed  ex  post.   Fixed  costs  may  (or  may  not)  be 
barriers  to  entry.   Sunk  costs,  however,  always  act  as 
barriers  to  entry. 

Vertical  Integration 

The  essential  facility  doctrine  is  often  invoked 
against  vertically  integrated  firms  that  control  some  scarce 
or  "essential"  resource  that  rivals  demand.   A  common 
scenario  involves  a  vertically  integrated  firm  that 
allegedly  has  monopoly  power  at  one  stage  of  production. 


70  Id. 

71  Id. 
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The  firm  is  portrayed  as  using  this  monopoly  power  to  extend 
its  monopoly  into  another  market  (i.e.,  leveraging  theory) 
thereby  foreclosing  competition  at  another  level  of 
production  or  distribution.   This  leveraging  theory  asserts 
that  the  vertically  integrated  firm  creates  a  barrier  to 
entry  (i.e.,  the  bottleneck)  that  requires  new  entrants  to 
enter  at  more  than  one  level  of  distribution  or  production 
simultaneously. 

Courts  have  relied  on  this  leveraging  concept  to  hold 
that  a  vertically  integrated  monopolist's  refusal  to  provide 
access  to  its  scarce  resource  at  one  level  of  production  is 
unlawful  because  the  monopolist  could  thereby  extend  its 
economic  power  into  other  stages  of  production  or  other 
markets.72 

This  leveraging  theory,  however,  is  subject  to 
considerable  dispute  and  is  discredited  by  many  antitrust 
scholars.73  There  are  a  number  of  reasons  firms  vertically 
integrate,  many  of  which  have  little  to  do  with  the  abusive 
use  of  monopoly  power.74  A  firm  may  vertically  integrate  to 


72  See  Fishman  v.  Estate  of  Wirtz,  807  F.2d  520,  539  (7th 
Cir.  1986);  MCI  Comm.  V.  AT&T,  708  F.2d  1081,  1132  (7th  Cir. 
1982)  cert,  denied.  464  U.S.  891  (1983). 

73  See  R.  Bork.  supra  note  15,  at  372-81;  Bowman,  Tvina 
Arrangements  and  the  Leverage  Problem.  67  Yale  L.J.  19  (1957) ; 
but  see  Kaplow,  Extension  of  Monopoly  Power  Through  Leverage , 
85  Columbia  L.  Rev.  515  (1985) . 

74  Much  of  this  section  relies  upon  R.  Blair  &  D. 
Kasserman.  Law  and  Economics  of  Vertical  Integration  and 
Control  (1983).  See  also  Vernon  &  Graham,  Profitability  of 
Monopolization   bv   Vertical   Integration   in   the   U.S. 
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internalize  a  transaction  that  the  firm  previously  engaged 
in  with  outside  suppliers.   By  acquiring  its  own  supply 
source,  the  firm  avoids  the  costs  of  transacting  in  the 
market.   These  cost  savings  may  alter  the  firm's  mix  of 
inputs  and  cause  greater  production  efficiencies.   For 
instance,  if  the  per  unit  cost  of  an  input  declines,  a  firm 
will  increase  the  use  of  this  cheaper  input  and  possibly  use 
more  of  a  complementary  input  or  less  of  a  substitute  input. 

Vertical  integration  also  occurs  due  to  the  cost 
savings  that  result  when  an  input  monopolist  vertically 
integrates  "downstream"  with  a  firm  that  has  variable 
proportions  production  technology.   Figure  3.6  graphically 
illustrates  this  concept.75  Before  integration  occurs,  the 
downstream  firm  must  purchase  the  input  Xj  from  the 
monopolist  at  the  monopoly  price.   Assume  that  the 
downstream  firm  operates  on  the  production  isoquant  %   at 
point  Z  which  is  the  tangency  with  its  isocost  line  AB.   The 
incentive  for  vertical  integration  occurs  because,  once 
integrated,  the  downstream  firm  can  alter  its  mix  of  inputs 
to  substitute  more  of  the  formerly  monopolized  but  now 
cheaper  input  X,  into  its  production  process. 


Manufacturing  Sector.  78  J.  Pol.  Econ.  924  (1971);  Burstein, 
A  Theory  of  Full-Line  Forcing.  55  Nw.  U.L.  Rev.  62  (1960) . 

75  The  graph  in  Figure  3.6  is  contained  in  R.  Blair  &  D. 
Kasserman,  supra  note  75,  at  49. 
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Figure  3.6.   Vertical  integration  and  variable  proportions. 


The  downstream  firm  evaluates  its  use  of  X,  at  its  marginal 
cost  instead  of  its  monopoly  price.   A  substitution  effect 
results  because  the  relative  prices  of  X,  and  other  inputs  X2 
change' the  slope  of  the  downstream  firm's  iscost  line  to  CD. 
The  formerly  monopolized  input  is  relatively  cheaper 
following  integration  and  the  downstream  firm  utilizes  more 
of  it  by  moving  from  Z  to  Z*  (i.e.,  using  more  of  Xl   and  less 
of  x2) .   An  increase  in  profits  results  to  the  integrated 
firm  as  measured  by  the  amount  (C-E)  times  the  price  of 
input  X2. 
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Vertical  integration  occurs  due  to  the  uncertainty  of 
input  prices  as  well.76  This  type  of  uncertainty  creates  an 
incentive  for  risk-averse  firms  to  vertically  integrate  into 
the  production  of  the  input.   By  producing  its  own  supply  of 
the  input,  the  firm  can  insulate  itself  to  some  extent  from 
market  fluctuations.   Instead  of  vertically  integrating,  a 
firm  could  warehouse  the  input  to  minimize  the  risk  of  price 
fluctuations.   This  strategy,  however,  is  limited  by  the 
storability  of  the  input,  costs  of  storage,  and  the 
opportunity  costs  of  other  investments.   Consequently, 
vertical  integration  is  often  used  to  enhance  the  stability 
of  a  firm's  production  process. 

The  incentive  for  firms  to  vertically  integrate, 
however,  is  altered  when  firms  face  the  possibility  of 
having  to  share  their  facilities  or  resources.   Sharing  can 
reduce  the  amount  of  the  essential  input  available  to  its 
vertically  integrated  owner  and  thereby  increase  its  price 
relative  to  substitutes.   In  response  the  resource's  owner 
will  use  less  of  the  input  resulting  in  production 
inefficiencies.   This  reverse  substitution  effect  causes 
both  productive  and  allocative  distortions.   The  productive 
distortions  occur  because  the  downstream  firm  no  longer  uses 
a  mix  of  inputs  that  minimizes  the  costs  of  producing  its 
output.   Also,  as  illustrated  in  Figure  3.6,  the  integrated 
firm  will  operate  at  some  point  to  the  left  of  the  efficient 

76  Id.  at  83-109. 
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point,  Z*,  on  isoquant  Q0  resulting  in  an  allocative 
distortion.   Further,  an  artificially  low  access  price  could 
induce  overutilization  of  the  input  and  fail  to  provide  the 
signal  to  the  market  that  further  investment  in  the 
development  of  lower  cost  substitutes  is  needed. 

Other  Economic  Considerations  and  Summary 

There  are  other  reasons  why  the  essential  facility 
doctrine  should  be  sparingly  used  to  mandate  access  to  a 
firm's  facilities  or  resources.   First,  firms  devote 
substantial  expense  and  incur  substantial  risks  in  planning 
and  building  their  productive  capacity.   Unanticipated 
mandated  access  may  deny  a  firm  its  legitimate  expectation 
of  profitability  and  deter  future  investments  and 
innovations  in  productive  capacity.   Simply  because  a  firm 
develops  a  successful  business  does  not  mean  a  competitor 
has  the  right  to  share  in  the  success.   Judge  Hand's 
admonition  that  "[t]he  successful  competitor,  having  been 
urged  to  compete,  must  not  be  turned  upon  when  he  wins"77 
applies  with  exceptional  force  in  this  situation. 

Second,  a  firm  may  plan  and  develop  productive  capacity 
which  has  significant  scale  economies  for  future  internal 
expansion.   Rivals  firms  could  claim  that  access  to  this 
"excess"  capacity  would  be  procompetitive  (i.e.,  increase 


77  United  States  v.  Aluminum  Co.  of  America,  148  F.2d  416 
(2d  Cir.  1945) . 
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economic  efficiency) .   The  firm  controlling  the  facility, 
however,  may  have  legitimate  reasons  for  not  allowing  access 
such  as  warehousing  for  future  use  and  reducing  the 
potential  for  congestion  costs. 

The  essential  facility  doctrine  may  also  create 
incentives  in  rivals  to  engage  in  socially  inefficient 
expenditures.   For  instance,  a  rival  may  expend  funds  on 
litigation  in  the  hope  of  acquiring  part  of  the  financial 
benefits  that  would  otherwise  accrue  to  the  facility's 
owner.   These  expenditures  may  be  socially  wasteful 
investments  in  the  pursuit  of  supra-competitive  profits78 
and  may  simply  represent  investments  in  activities  that  are 
unproductive  in  the  sense  that  no  additional  goods  or 
services  are  produced.79  For  example,  an  essential  facility 
plaintiff  may  prevail  and  acquire  access  at  a  judicially- 
determined  price.   Depending  on  the  access  price,  the  net 
result  may  simply  be  that  the  plaintiff's  final  product 
output  is  the  same  as  would  have  resulted  had  the  plaintiff 
not  acquired  access  -  yet  overall  costs  have  increased. 


See  Posner,   The  Social  Costs  of  Monopoly  and 
Regulation.  83  J.  Pol.  Econ.  807  (1975) . 

79  See  Bhagwati,  Directly  Unproductive.  Profit-seeking 
(PUP)  Activities.  90  J.  Pol.  Econ.  988  (1982).  The 
traditional  example  of  such  activities  is  when  firms  engage  in 
lobbying  activities  designed  to  create  economic  protection 
through  entry  barriers,  licensing  restrictions,  or  rate 
regulation.  These  activities,  however,  are  the  converse  of 
what  is  posited  here,  namely  to  ostensibly  break  down  economic 
barriers.  See  generally  Krueger,  The  Political  Economy  of  the 
Rent  Seeking  Society.  64  Amer.  Econ.  Rev.  291  (1974). 
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In  summary,  no  consensus  has  formed  on  the  economic 
circumstances  that  justify  the  application  of  the  essential 
facility  doctrine.   Some  commentators  urge  that  the  doctrine 
be  abolished  entirely.80  Others  urge  that  the  doctrine 
should  be  limited  to  natural  monopolies.81   Some  argue  that 
the  doctrine  should  apply  where  denials  cause  welfare- 
harmful  output  reductions  or  increase  or  maintain  a 
facility's  market  power.82  The  elements  of  the  doctrinal 
test,  though  stated  in  non-economic  terms,  closely  parallel 
the  economic  criteria  of  a  natural  monopoly.   For  this 
reason,  courts  should  be  hesitant  to  mandate  access  unless 
the  structural  characteristics  of  a  natural  monopoly  are 
proven.   Further,  courts  should  give  considerable  weight  to 
the  benefits  of  vertical  integration  and  the  long  term 
effects  of  mandated  access  on  innovation.   The  benefits 
arising  from  vertical  integration  and  the  expected  benefits 
of  innovation  can  both  be  diminished  or  lost  entirely 
through  the  unanticipated  and  unwarranted  mandatory  sharing 
of  scarce  resources.   Courts  should  also  consider  whether 
application  of  the  doctrine  to  the  industry  in  question  will 


80  Reiffen  &  Kleit,  supra  note  5. 

81  Werden,  supra  note  45,  at  476  (urging  that  doctrine  be 
rejected  but  noting  that  only  "essential"  facilities  are  those 
that  are  natural  monopolies.) ;  Cirace,  An  Economic  Analysis  of 
Antitrust  Law's  Natural  Monopoly  Cases.  88  W.  Va.  L.  Rev.  677, 
727  (1986)  ("essential  facility  cases  are  a  poorly  defined 
subset  of  all  natural  monopoly  cases."). 

82  Ratner,  supra  note  19,  at  3  67. 
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force  the  judiciary  into  a  regulatory  role  it  cannot 
successfully  fulfill. 

Essential  Facility  Cases;  Health  Care  Context 
Essential  facility  claims  in  the  health  care  industry 
have  an  intuitive  appeal  because  of  the  notion  that  health 
care  services  are  "essential"  to  individual  well-being.   The 
fact  that  health  care  services  may  be  essential  to  good 
health,  however,  does  not  mean  that  particular  health  care 
facilities  or  resources  are  necessarily  "essential"  in  an 
antitrust  sense. 

Despite  the  recent  proliferation  of  antitrust  actions 
claiming  denials  of  access  to  "essential"  health  care 
facilities,  courts  have  generally  rejected  the  doctrine's 
application  to  the  various  facilities  alleged  to  be 
"essential"  (with  some  exceptions) .   The  types  of  claims 
have  involved  attempts  to  access  hospitals  and  other  medical 
buildings,  medical  staff  privileges,  and  durable  medical 
eguipment  referrals.   Only  the  latter  types  of  claims  have 
had  success.   As  the  next  section  discusses,  most  of  the 
health  care  facilities  at  issue  in  these  cases  have  not 
exhibited  the  economic  characteristics  of  essential 
facilities  or  natural  monopolies. 
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Hospitals  and  Medical  Office  Buildings  as  Essential 
Facilities 
Hospital  facilities  and  equipment 

A  number  of  antitrust  cases  have  claimed  that  a 
hospital  and  its  departments,  units,  or  equipment  are 
essential  facilities.   Courts,  however,  are  generally 
skeptical  of  such  claims  and  have  almost  uniformly  rejected 
them,  particularly  where  there  is  evidence  that  persons 
excluded  continue  to  make  substantial  incomes  despite  being 
denied  access.   The  courts  question  whether  a  facility  can 
be  "essential"  to  competition  if  economic  rivals  continue  to 
prosper  without  access. 

In  general,  access  to  a  hospital's  facilities  has 
become  increasingly  difficult.83  The  growth  in  the  number 
of  physicians  contrasts  sharply  with  the  decline  in  the 
number  of  hospitals  and  available  hospital  beds.84 
Consequently,  physicians  and  non-physician  practitioners 


83  The  three  categories  of  hospital  privileges  are  (1) 
medical  staff  membership  (generally  medical  physicians) ;  (2) 
limited  practitioner  with  clinical  privileges  (practitioners 
who  must  have  the  permission  of  the  medical  staff  before 
admitting,  treating,  or  discharging  patients) ;  and  (3) 
specified  professional  personnel  (non-physicians  who  use 
hospital  facilities  but  may  not  admit  patients) .  Nagin, 
Litigation  of  Hospital  Staff  Privileges.  Fla.  Bar  J.  183,  183- 
84  (March  1984) . 

84  In  the  period  1960-85  the  number  of  physicians  per 
100,000  population  increased  from  141  to  204.  During  the 
period  1980-85,  however,  over  270  hospitals  closed  resulting 
in  a  decline  of  almost  44,000  beds.  See  Tarlov,  The 
Increasing  Supply  of  Physicians,  the  Changing  Structure  of  the 
Health  Care  System,  and  the  Future  of  Medical  Practice.  308 
New  Eng.  J.  Medicine  1235,  1238  (May  19,  1983). 
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generally  have  fewer  readily  available  facilities  in  which 
to  practice.   Also,  the  contemporary  legal  trend  is  to  treat 
hospitals,  rather  than  physicians,  as  primary  providers  of 
health  care  services.85  Hospitals,  therefore,  have  the  duty 
to  use  reasonable  care  in  their  selection  and  oversight  of 
their  staffs.86   In  response  to  lawsuits  alleging  that  the 
hospitals  acted  negligently  in  their  review  or  retention  of 
unqualified  or  inadequate  physician  staffs,  hospitals  have 
used  more  restrictive  evaluation  mechanisms  to  avoid  such 
liability  further  restricting  access.   In  addition,  the 
expansion  of  the  antitrust  laws  to  health  care  providers 
places  additional  constraints  on  hospital  selection  and 
retention  procedures.   The  excluded  physician  or  non- 
physician  practitioner  will  often  urge  that  a  hospital's 
decision  to  close  or  limit  its  staff  is  a  concerted  effort 
with  competing  physicians  or  non-physician  practitioners  to 
reduce  competition  rather  than  to  increase  the  quality  of 
service. 

Hospitals  have  a  number  of  legitimate  economic  and 
administrative  reasons  for  limiting  access  to  their 


85  See  Drexel,  The  Antitrust  Implications  of  the  Denial 
of  Hospital  Staff  Privileges.  36  U.  Miami  L.  Rev.  207,  207-08 
(1982) .  The  seminal  case  which  established  hospital  corporate 
liability  is  Darling  v.  Charleston  Community  Memorial  Hosp., 
211  N.E.2d  253  (1965) . 

86  See  generally  Katheder,  The  Medical  Staff  Privileges 
Problem  in  Florida.  12  Fla.  St.  U.L.  Rev.  339,  341  n.14  (1984) 
(detailing  development  of  hospital's  duty  to  patients  under 
respondeat  superior  and  deep  pocket  theories) . 
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facilities.   Limited  access  reduces  the  administrative 
burden  of  maintaining  and  monitoring  the  competence  of  the 
medical  staff.   The  hospital's  increased  control  reduces  the 
potential  for  mistakes  and  malpractice  exposure.87 
Administrative  efficiency  is  also  enhanced  through  the 
reduction  of  costs,  and  the  variability  of  costs,  associated 
with  staff  scheduling  and  equipment  maintenance.   This 
rationale  roughly  parallels  the  business  justification  and 
denial  of  access  elements  of  the  essential  facility 
doctrine.   For  instance,  a  hospital  may  "deny  access" 
because  the  administrative  costs  of  scheduling  and 
monitoring  additional  physicians'  use  of  its  facility 
outweigh  any  resulting  benefits. 

An  initial  matter  in  hospital  "essential  facility" 
cases  is  whether  a  plaintiff  can  demonstrate  that  a  hospital 
has  sufficient  economic  power  in  its  challenged  facility  to 
enable  it  to  successfully  engage  in  anticompetitive  conduct. 
Determining  whether  a  hospital  has  monopoly  power  in  a 
relevant  product  and  geographic  market  (or  submarket)  is  a 
difficult  economic  question.   Courts  have  taken  a  relatively 
pragmatic  approach  by  determining  a  relevant  product  market 
under  a  so-called  "cluster  approach."88  This  approach 
determines  whether  a  cluster  of  services  that  hospitals 


87  Nagin,  supra  note  84,  at  184. 

88  Cruz,  Product  and  Geographical  Market  Measurements  in 
the  Merger  of  Hospitals.  91  Dickinson  L.Rev.  497,  508  (1986). 
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offer  constitutes  a  relevant  product  market.89  The 
rationale  is  that  hospitals  provide  a  bundle  of 
complementary  services  that  provide  patients  and  physicians 
with  full  service  health  care.90  Hospitals  provide  such 
services,  in  part,  due  to  the  economies  of  scale  and  scope 
that  result.   Under  the  cluster  approach,  the  relevant 
product  market  is  an  array  of  health  care  services  that 
provides  additional  benefits  to  patients  and  health  care 
suppliers  beyond  those  benefits  that  each  service 
individually  provides. 

A  criticism  of  the  "cluster  approach"  is  that  it 
excludes  hospital  competitors  who  provide  one  or  more,  but 
not  all,  of  the  "cluster"  services.   For  example, 
freestanding  surgical  and  emergency  care  units  are  not 


See,  e.g.  In  re  American  Medical  International,  104 
F.T.C.  177  (1984)  (defining  relevant  product  market  as  the 
cluster  of  general  acute  care  hospital  services) . 

In  American  Medical ,  the  Federal  Trade  Commission 
stated: 

Although  each  individual  service  that  comprises  the 
cluster  of  general  acute  care  hospital  services  may 
well  have  outpatient  substitutes,  the  benefit  that 
accrues  to  patient  and  physician  is  derived  from 
their  complementarity.  There  is  no  readily 
available  substitute  supplier  of  the  benefit  that 
this  complementarity  confers  on  patient  and 
physician. 

Id.  at  194.  In  addition  to  considering  the  uniqueness  of  the 
cluster  of  services  provided  by  the  general  acute  care 
hospital,  the  Commission  considered  also  the  following  factors 
in  determining  the  relevant  product  market:  (1)  the  uniqueness 
of  the  individual  services  and  equipment  provided;  (2)  the  low 
cross-elasticity  of  supply;  and  (3)  recognition  that  general 
acute  care  hospitals  comprised  a  separate  market.  Id.  at  193. 
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within  the  cluster  of  service  hospitals  provide.91  Yet 
these  units  compete  directly  with  hospitals  for  surgical  and 
emergency  care  patients.   The  product  market  under  the 
"cluster  approach"  therefore  may  be  too  narrow  and  provide 
an  inaccurate  measure  of  the  actual  competitive 
environment . n 

The  determination  of  the  relevant  geographic  market 
entails  analyzing  from  which  geographic  areas  hospitals  draw 
their  patients.93  This  approach  relies  upon  patient  inflow 
and  outmigration  statistics.94  The  patient  inflow  statistic 
measures  the  percentage  of  patients  from  outside  a 
particular  area  who  come  to  the  hospital  within  the  area. 
The  patient  outmigration  statistic  measures  the  percentage 
of  patients  from  a  particular  area  that  use  hospital 
services  outside  the  area.   If  both  the  inflow  and 


Cruz,  supra  note  89,  at  513. 

92  Some  states,  however,  mandate  that  hospitals  provide 
a  cluster  of  health  care  services.  Id.  at  513.  In  these 
states,  the  cluster  approach  provides  a  more  accurate  product 
market  description  because  most  non-hospital  service  providers 
will  not  offer  all  the  services  the  state  mandates.   Id. 

93  In  United  States  v.  Philadelphia  National  Bank,  374 
U.S.  321,  359  (1963),  the  Supreme  Court  stated  that  the 
relevant  geographical  market  is  that  area  "in  which  the  seller 
operates,  and  to  which  the  purchaser  can  practicably  turn  for 
supplies."  (Emphasis  and  citations  omitted).  The  inquiry, 
therefore,  requires  a  methodology  for  determining  the 
predominant  geographic  area  in  which  hospitals  compete  for 
patients. 

94  See  Elzinga  &  Hogarty,  The  Problem  of  Geographical 
Market  Definition  in  Antitrust  Merger  Suits.  18  Antitrust 
Bull.  45  (1973). 
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outmigration  statistics  are  low,  the  particular  geographic 
area  is  probably  the  relevant  market.   If  both  statistics 
are  high,  the  geographical  market  should  be  enlarged. 

The  court's  market  analysis  in  Robinson  v.  Maaovern95 
is  instructive.  A  thoracic  surgeon  sued  the  hospital  and 
staff  members  who  denied  him  staff  privileges.  The  court 
accepted  the  surgeon's  contention  that  the  relevant  product 
market  was  "adult  open  heart  surgery"  because  "no 
substitutes  for  the  product  exists  and  because  high  entry 
barriers  prevent  most  surgeons  from  becoming  suppliers  of 
open  heart  procedures."96 

The  surgeon  urged  the  court  to  adopt  a  narrow  two- 
county  geographic  market  and  the  defendant -hospital  urged  a 
broader  national  market.   The  court,  however,  rejected  both 
parties'  definitions  and  found  that  the  relevant  geographic 
market  consisted  of  an  intermediate  sixteen-county  area.97 
The  court  determined  that  a  high  percentage  of  open-heart 
surgery  patients  chose  to  have  surgery  in  a  hospital  within 
the  sixteen-county  market.   The  court  further  noted  that 


95  521  F.  Supp.  842  (W.D.  Pa.  1981),  aff'd.  688  F.2d  824 
(3d  Cir.  1982),  cert,  denied.  459  U.S.  971  (1982). 

96  Id.  at  878.  The  court  noted  the  small  elasticity  of 
substitution  between  open  heart  surgery  and  patients'  other 
alternatives  by  stating  "[a]  candidate  for  open  heart  surgery 
has  no  real  choice."  Id.  in  addition,  the  court  determined 
that  pediatric  open  heart  surgery  was  a  distinct  product 
market  because  of  the  specialized  procedures  and  equipment  it 
requires.   Id. 

97  Id.  at  881. 
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almost  all  of  the  sixteen  counties  were  represented  at  the 
six  open  heart  hospitals  in  the  market.98  Although  a  high 
percentage  of  residents  within  the  two-county  area  underwent 
open  heart  surgery  at  hospitals  within  that  area,  the  court 
noted  that  hospitals  within  the  two-county  area  had  a  50% 
market  share  of  residents  from  the  remaining  fourteen 
counties.   This  evidence  demonstrated  that  a  two-county 
market  was  too  narrow. 

With  this  market  analysis  in  mind,  a  few  illustrations 
show  how  some  courts  have  analyzed  hospital  essential 
facility  cases.   In  McKenzie  v.  Mercy  Hospital  of 
Independence.  Kansas.99  a  short-term  general  care  hospital, 
Mercy  Hospital,  was  the  only  hospital  in  Independence, 
Kansas  and  one  of  only  three  hospitals  in  the  surrounding 
county.100  A  physician  had  staff  privileges  at  Mercy 
Hospital  from  1978  until  late  1982  when  the  hospital's  board 
voted  not  to  renew  his  privileges  based  on  their  finding 
that  he  had  violated  hospital  and  medical  staff  bylaws  and 
had  engaged  in  unprofessional,  disruptive  conduct.101  The 
physician  alleged  that  the  refusal  to  renew  his  staff 


ys   Id.  at  885. 

99 


854  F.2d  365  (10th  Cir.  1988). 

100  Id.  at  366  n.l.  Mercy  Hospital  was  a  non-stock, 
non-profit  corporation  wholly  owned  by  an  order  of  the  Roman 
Catholic  Church  at  the  time  the  lawsuit  was  filed.   Id. 

101  Id.  at  3  66. 
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privileges  constituted,  in  part,  a  violation  of  the 
essential  facility  doctrine. 

The  trial  court  held  that  the  physician  had  failed  to 
establish  the  elements  of  the  essential  facility  claim 
because  he  could  not  demonstrate  that  he  and  the  hospital 
were  competitors  and  that  even  if  he  and  Mercy  "did  compete 
in  the  physician  services  market,  the  facilities  of  Mercy 
Hospital  were  not  essential  to  [the  physician's]  practice  of 
providing  non-emergency  care."102  Notably,  the  physician's 
definition  of  the  purported  "essential  facility"  contracted 
during  the  course  of  litigation  from  the  entire  hospital  to 
the  hospital's  obstetrical  care  and  emergency  care  units, 
and  later  to  the  hospital's  emergency  room. 

The  appellate  court  determined  that  the  essential 
facilities  at  issue  consisted  of  both  the  emergency  room  and 
the  obstetrical  care  unit.103  The  court  also  ruled  that  the 
physician  and  the  hospital  were  competitors  because  they 
offered  similar  services. 

In  addressing  the  essential  facility  issue,  the 
appellate  court  explained  that  the  doctrine  prohibits 
certain  refusals  to  deal  that  are  part  of  "a  vertical 
integration  scheme  calculated  to  drive  a  competitor  out  of 
business."104  In  reaching  its  conclusion  that  the 


102  Id.  at  3  67  (guoting  lower  court)  . 

103  Id.  at  369-70. 

104 


Id.  at  369. 
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facilities  at  issue  were  not  "essential,"   the  court  relied 

to  a  great  extent  on  evidence  the  physician  presented.   One 

of  the  physician's  legal  memorandum  stated: 

McKenzie  has  a  substantial  obstetrical  care 
practice  and  in  fact  delivers  infants  in  his 
office  in  Independence.   To  the  extent  that  Dr. 
McKenzie  does  not  admit  these  obstetrical  patients 
to  Mercy  Hospital,  Mercy  Hospital  is  denied  a 
market  for  the  provision  of  hospital  facilities  to 
those  patients.   This  is  direct  and  immediate 
competition.   In  addition,  it  is  indisputable  that 
Dr.  McKenzie  at  one  time  had  a  substantial 
emergency  room  practice.   Since  most  emergency 
room  visits  are  not  in  fact  true  emergencies.  Dr. 
McKenzie  is  still  competing  with  the  emergency 
room  to  the  extent  that  many  of  those  patients 
would  be  treated  by  Dr.  McKenzie  in  his  clinic.  If 
they  were  to  choose  to  go  to  Dr.  McKenzie,  instead 
of  Mercy  Hospital's  emergency  room,  Dr.  McKenzie 
would  have  the  benefit  of  supplying  them  with 
ancillary  services  and  supplies.105 

The  court  relied  upon  this  evidence  to  support  its 

conclusion  that  the  emergency  room  and  the  obstetrical  care 

unit  were  not  essential  to  the  physician's  practice. 

Instead,  the  evidence  demonstrated  that  the  physician  had  a 

substantial  and  growing  obstetrical  care  practice  and 

continued  to  compete  with  the  hospital's  emergency  room  even 

after  losing  his  staff  privileges.106  The  court,  therefore, 

concluded  that  the  physician's  essential  facility  claim  must 

fail.107 


105 


106 


107 


Id.  at  370  (emphasis  added) 
Id.  at  371. 


The  court  decided  not  the  reach  the  guestion  whether 
the  essential  facility  doctrine  should  apply  to  hospital  staff 
privilege  decisions.  The  court  stated  that  "[w]hether  the 
doctrine's  per  se  rule  ought  to  condemn  termination  of  a 
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The  court's  conclusion  is  consistent  with  economic 
analysis.   The  physician  did  not  demonstrate  that  the 
hospital's  emergency  room  and  the  obstetrical  care  unit  were 
"essential,"  constituted  a  natural  monopoly,  or  created 
significant  barriers  to  competition.   Nor  did  the  physician 
demonstrate  significant  accessible  economies  of  scale. 
Instead,  the  evidence  demonstrated  that  the  physician 
continued  to  profitably  provide  services  without  the  use  of 
the  hospital's  facilities.   While  the  physician's  practice 
might  have  been  more  comprehensive  and  lucrative  with  access 
to  the  emergency  room,  the  purpose  of  the  essential  facility 
doctrine  is  not  to  maximize  the  physician's  income  or 
protect  the  physician  from  competition.   The  court's  denial 
of  access,  therefore,  was  justifiable. 

Essential  facility  claims  are  sometimes  cast  as  tying 
claims  where  physicians  are  denied  privileges  because  of 
existing  exclusive  agreements  with  other  physicians.   The 
excluded  physicians  may  claim  that  such  an  agreement  is 
unlawful  because  it  unlawfully  "ties"  the  exclusive  services 
to  the  essential  facility,  the  hospital  and  its 


physician's  privileges  is  a  question  that  must  be  answered 
only  when  all  four  criteria  of  the  Hecht/MCI  formula  are 
satisfied.  Because  we  conclude  that  Dr.  McKenzie  has  failed 
to  show  that  he  was  denied  access  to  an  essential  facility,  we 
do  not  address  that  question  in  this  opinion."  Id.  at  371  n. 
12. 
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equipment.10*  For  example,  in  Konik  v.  Champlain  Vallev 
Physicians  Hospital  Medical  Center.109  an  anesthesiologist 
brought  an  antitrust  action  against  a  hospital  and  a 
professional  anesthesiology  corporation.   The  physician,  a 
hospital  staff  member  for  22  years,  refused  to  be  a  member 
of  an  anesthesia  group  practice  that  had  entered  a  formal 
exclusive  contract  with  the  hospital.   The  hospital  removed 
the  physician  from  her  anesthesia  rotation  schedule  shortly 
thereafter.110 

The  physician  alleged  that  the  hospital  constituted  an 
essential  facility  because  it  was  the  only  major  medical 
facility  that  operates  continuously  and  provides  anesthesia 
services  in  a  three-county  area.111  The  hospital  was  also 
the  area's  only  referral  hospital  and  teaching  institution 
and  had  an  unequaled  reputation  and  staff  expertise.112  The 
trial  court,  however,  denied  the  physician's  motion  for 


108  In  Mercy  Hospital,  the  physician  alleged  an  illegal 
tying  arrangement  under  section  1  of  the  Sherman  Act  (which 
requires  collective  action).  854  F.2d  at  3  66.  The  court 
rejected  his  claim,  however,  because  he  did  not  demonstrate 
the  hospital  conspired  with  other  person  or  entity  to  engage 
in  the  tie.  The  physician  could  have  avoided  this  problem  by 
alleging  a  tying  violation  under  section  2  of  the  Sherman  Act, 
which  applies  to  unilateral  conduct. 

109  561  F.  Supp.  700  (N.D.N.Y.  1983),  aff  'd.  733  F.2d 
1007  (2d  Cir.  1984),  cert,  denied.  469  U.S.  884  (1984). 

110  Id.  at  707. 

111  The  hospital  contended  that  other  hospitals  in  the 
three  county  area  had  similar  facilities.  Id.  at  719. 

112  Id. 
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summary  judgment  on  the  essential  facility  claim.   The  court 
applied  the  essential  facility  test  and  stated  that,  even 
assuming  the  hospital  is  an  essential  facility,  the 
physician  had  not  established  she  was  "unfairly  denied"  use 
or  that  denial  of  access  resulted  in  any  severe  economic 
hardship.113  The  court  noted  that  the  physician  "has 
worked,  and  can  continue  to  work,  in  other  facilities."114 
Other  hospitals  in  the  area  had  apparently  duplicated  the 
services  the  defendant -hospital  provided,  thereby  making  the 
physician's  essential  facility  claim  non-meritorious. 

Again,  the  court's  analysis  is  consistent  with  economic 
analysis.   The  physician  continued  to  prosper  without  access 
and  evidence  indicated  that  others  had  replicated  the 
purported  "essential"  facility. 

One  other  case  demonstrates  judicial  reluctance  to 
embrace  the  doctrine  as  applied  to  hospitals.  In  Smith  v. 
Northern  Michigan  Hosp.  .  Inc..115  the  court  rejected  the 
application  of  the  doctrine  because  of  the  lack  of  a 
horizontal  relationship  between  the  defendants.   A  group  of 
physicians  brought  claims  under  sections  one  and  two  of  the 
Sherman  Act  against  a  hospital  and  a  clinic.   The 
physicians,  who  had  limited  privileges  at  the  hospital, 
alleged  that  the  hospital's  decision  to  award  the  clinic  an 


113  Id.    at   719,    724. 

114  Id.    at   724. 

115  703    F.2d    942     (6th    Cir.     1983). 
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exclusive  contract  for  the  provision  of  emergency  room 
services  was  an  unreasonable  restraint  of  trade.116 

The  physicians  relied,  in  part,  on  the  essential 
facility  doctrine  and  urged  that  the  defendants  were 
horizontal  competitors  whose  joint  control  over  an  essential 
facility  resulted  in  an  unreasonable  restraint  of  trade.117 
The  court  concluded,  however,  that  the  hospital  was  in  a 
vertical  relationship  with  the  clinic  and  had  to  staff  its 
one  emergency  room  in  the  most  "effective,  efficient  and 
prudent  manner."118  For  this  reason,  the  essential  facility 
doctrine,  was  inapplicable.119  The  court  also  found  that 
the  hospital  had  acted  properly  and  had  not  adopted  the 
exclusive  contract  to  force  the  physicians  from  the 
market .  12° 

The  court's  conclusion  is  disputable  because  the  court 
overlooked  that  the  essential  facility  doctrine  can  apply  to 
vertically-integrated  firms  or  relationships  that  create 
"bottleneck"  situations.   The  court  nonetheless  recognized 
that  the  contractual  vertical  integration  between  the 
hospital  and  clinic  resulted  in  economic  efficiencies  that 


116  The  plaintiffs  did  not  bid  for  the  contract  and  were 
unwilling  to  provide  the  full-time  emergency  room  services  the 
hospital  had  reguested.   Id.  at  952-53. 

117  Id.  at  953. 

118  Id. 

119  Id. 

120  Id. 
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might  be  eliminated  if  the  excluded  physicians  were  given 
mandatory  access.   The  court,  however,  did  not  consider 
whether  these  economic  efficiencies  outweigh  the  benefits  of 
providing  access  to  the  alleged  bottleneck.   For  this 
reason,  further  economic  analysis  was  warranted.   The  case 
nevertheless  indicates  the  general  unwillingness  of  courts 
to  impose  the  doctrine  on  hospitals. 

Medical  office  buildings 

Essential  facility  claims  are  not  limited  to  medical 
facilities  such  as  hospitals.   Some  claims  have  alleged  that 
office  space  in  a  medical  office  building  is  an  essential 
facility  for  the  provision  of  medical  services.   For 
example,  in  Registered  Physical  Therapists,  Inc.  v. 
Intermountain  Health  Care,  Inc..121  a  group  of  physical 
therapists  ("RPT"),  who  provide  out-patient  physical  therapy 
services  at  four  locations,  brought  an  antitrust  action 
alleging  they  were  denied  access  to  a  new  medical  office 
building.   The  primary  defendant,  IHC,  owned  and  operated 
hospitals  in  the  relevant  product  and  geographic  markets  to 
which  the  parties  had  stipulated. 

IHC  had  completed  a  new  office  building  on  a  hospital 
campus  and  entered  a  ground  lease  agreement  with  a  limited 
partnership  ("MMB")  whereby  it  owned  the  land  but  MMB  owned 


1988-2   Trade  Cases,  5  68,233  (D.  Utah  1988). 


190 
the  building.122  Soon  after  completion,  RPT  sought  to  lease 
space  in  the  building  but  IHC  denied  its  request  and  leased 
the  space  to  a  competing  back  institute.   IHC's  lease  with 
MMB  contained  a  covenant  preventing  MMB  from  leasing  space 
to  any  other  physical  therapists.   Soon  thereafter,  the 
hospital  contracted  out  its  in-house  physical  therapy  work 
to  a  joint  venture  that  operated  the  back  institute  and  was 
partially  owned  by  a  physical  therapist  who  competed  with 
RPT. 

RPT  claimed  that  its  denial  of  space  in  the  new  medical 
office  was  the  product  of  concerted  action  to  keep  it  from 
competing  with  the  back  institute.   For  purposes  of 
analysis,  the  trial  court  assumed  that  the  alleged 
conspiracy  existed  and  that  its  purpose  was  to  exclude 
competition  from  the  new  medical  building. 

RPT  claimed  that  the  new  building  was  an  essential 
facility  because  it  could  not  be  reasonably  duplicated  by 
competitors  and  access  was  necessary  for  RPT's  competitive 
survival.   The  court,  however,  held  that  the  facility  failed 
to  qualify  on  both  counts.   First,  other  suitable  office 
space  was  available  within  a  half-mile  of  the  building. 
For  this  reason,  the  space  in  the  building  could  be 
reasonably  duplicated.   Second,  access  to  the  building  was 
not  necessary  for  RPT  to  compete  because  RPT  and  its 
physical  therapists  were  already  competing  "quite 

122  Id.  at  59,482. 
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successfully"  in  the  relevant  market.123  The  court 

concluded  that  the  location  of  the  [building]  was  not 

essential  to  compete  in  the  relevant  market,  even  if  the 

relevant  geographic  market  were  limited  to  the  [building] 

and  its  immediate  surroundings."124 

The  court  also  analyzed  RPT's  claim  under  the  rule  of 

reason  and  concluded  that  no  injury  to  competition  had  been 

demonstrated.   RPT  claimed  that  competition  was  hurt  because 

the  defendants  limited  a  single  back  facility  in  the 

building,  precluded  doctors  from  using  providers  of  their 

choice,  and  denied  consumers  a  choice  of  therapists.   The 

court  concluded,  however,  that: 

any  such  limitations  are  not  the  result  of  the 
plaintiffs'  exclusion  from  the  [building]  but  of 
their  decision  not  to  open  a  back  clinic  at 
another  location.   The  plaintiffs  were  free  to 
open  up  a  back  clinic  at  any  of  their  existing 
locations  along  the  Wasatch  Front  or  to  establish 
a  back  clinic  at  a  new  location,  including  one  in 
the  vicinity  of  [the  hospital].   If  consumers  have 
been  denied  the  benefits  of  new  technology  it  is 
because  the  plaintiffs  elected  not  to  introduce 
it,  not  because  they  were  denied  access  to  the 
[building].123 


123  Id.  at  59,487.  "In  fact,  they  had  four  offices  in 
the  geographic  market,  none  of  which  was  on  a  hospital  campus 
or  in  an  office  tower  adjoining  or  adjacent  to  a  hospital. 
The  only  evidence  in  the  record  suggests  that  whether  a 
physical  therapist  had  an  office  within  half  a  mile  of  the 
tower  made  little  difference  in  the  referral  practices  of  a 
physician  whose  office  was  in  the  tower."   Id. 

124  Id. 

125  Id. 
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The  court  further  concluded  that  even  if  the  relevant  market 
were  limited  to  the  new  building  and  its  immediate 
surroundings,  no  evidence  of  injury  to  competition 
existed.126  In  fact,  the  defendants'  decision  to  open  a 
back  clinic  in  the  new  building  "actually  increased 
competition  by  adding  a  new  competitor  to  the  market. "127 

In  summary,  these  cases  demonstrate  that  courts  have 
been  very  skeptical  in  their  analysis  of  claims  that  a 
hospital  or  other  medical  buildings  are  essential 
facilities.   The  courts  have  generally  ruled  that  such 
facilities  are  not  essential  in  an  antitrust  sense.   None  of 
these  cases  presented  facts  where  an  allegedly  "essential" 
facility  exhibited  the  characteristics  of  a  natural 
monopoly.   The  courts'  analysis  generally  did  not  reguire 
significant  analysis  of  vertical  integration  issues, 
although  one  case  based  its  conclusion  on  the  benefits  of 
contractual  vertical  integration  (without  weighing  such 
benefits  against  the  benefits  of  access) .   The  courts  have 
generally  focused  on  factors  that  indicate  whether  denials 
of  access  actually  resulted  in  any  competitive  harm. 
Because  excluded  physicians  and  others  continued  to  compete 
effectively  against  the  hospitals  and  facilities  from  which 


Id. 


Id.  at  59,487-88.  The  court  noted  that  the 
defendants'  decision  to  keep  RPT  out  of  the  building  "allowed 
the  fledgling  back  clinic  to  grow  to  the  point  where  it  could 
compete  effectively."   Id.  at  59,488. 
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they  were  excluded,  the  courts  concluded  no  harm  to  the 
competitive  process  resulted. 

Staff  Privileges  as  Essential  Facilities 

Physicians  and  non-physician  professionals  sometimes 
claim  that  staff  privileges  or  exclusive  service  contracts 
are  essential  facilities.   They  assert  that  they  are  unable 
to  compete  without  privileges  or  contracts  that  permit 
access  to  such  facilities.   A  number  of  courts,  however, 
have  rejected  this  position  and  held  that  the  staff 
privilege  relationship  between  physician  and  hospital  is 
unique  and  not  subject  to  significant  antitrust  scrutiny.128 

In  the  oft-cited  case,  Pontius  v.  Children's 
Hospital,129  the  plaintiff  alleged  that  a  hospital  and  other 
physicians  conspired  in  violation  of  the  antitrust  laws  to 
not  retain  him  as  a  cardiovascular  physician  on  the 
hospital's  staff.   The  plaintiff  asserted  a  per  se  essential 
facility  claim.   The  court,  however,  held  that  the  essential 
facility  doctrine  is  inapplicable  to  hospital  staff 


128 


See  Tarabishi  v.  McAlester  Regional  Hosp. ,  951  F.2d 
1558,  1568  n.  14  (10th  Cir.  1991)  (citing  cases  that  have 
declared  the  essential  facility  doctrine  inapplicable  to  staff 
privilege  cases  for  public  policy  reasons) ,  cert,  denied. 

u-s-  /  112  S.  Ct.  2996  (1992);   Robles  v.  Humana  Hosp. 

Cartersville,  785  F.  Supp.  989,  995-996  (N.D.  Ga.  1991) 
(access  to  hospital  is  necessary  for  practice  of  obstetrics 
but  "inappropriate"  to  apply  doctrine  that  would  prevent 
hospital  from  keeping  unqualified  doctors  off  its  staff) . 

129   552  F.  Supp.  1352  (W.D.  Pa.  1982). 
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privileges  decisions  and  entered  judgment  for  the 

defendants.130  The  court  stated: 

Even  if  we  accept,  without  any  evidence  having 
been  put  forward,  the  proposition  that  [the 
hospital's]  thoracic  and  cardiovascular  surgical 
facilities  may  not  practically  be  duplicated,  we 
believe  it  would  be  singularly  inappropriate  to 
apply  a  doctrine  which  would  prevent  a  hospital 
from  keeping  doctors  it  had  adjudged  unqualified 
off  of  its  staff.   Neither  public  policy  nor  the 
Sherman  Act  can  countenance  such  a  result. 
Consequently  we  now  hold  that  the  essential 
facilities  doctrine  is  inapplicable  to  hospital 
staff  privileges  decisions.131 

Consequently,  the  court  decision  is  based  entirely  on  its 

concern  that  a  mandatory  access  under  a  per  se  essential 

facility  test  could  prevent  a  hospital  from  denying  medical 

staff  privileges  to  unqualified  applicants. 

The  court's  lack  of  significant  economic  analysis  in 

rendering  this  public  policy  judgment  is  unfortunate.   As 

discussed  earlier  in  this  essay,  the  per  se  standard  is 

inappropriate  for  essential  facility  analysis.   In  some 

circumstances,  however,  staff  privileges  can  exhibit  the 

characteristics  of  a  natural  monopoly  such  that  exclusion 

would  significantly  reduce  competition.   The  court  could 

have  applied  the  doctrine,  but  ruled  that  either  the 

facility  could  be  replicated  or  that  the  admission  of  an 

unqualified  applicant  would  inhibit  the  hospital's  ability 


130  Id.  at  1370. 

131  Id.  (emphasis  added)  . 
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to  service  its  customers  adequately  under  the  fourth  part  of 
the  essential  facility  test. 

The  result  is  that  many  courts  have  followed  Pontius 
without  significant  analysis  of  the  claims  presented  or  the 
economics  of  the  alleged  denial  of  access.   For  example,  in 
Castelli  v.  Meadville  Medical  Center.132  the  court  cited 
Pontius  in  support  of  its  conclusion  that  the  essential 
facility  doctrine  does  not  apply  to  "exclusive  service 
contracts  by  hospitals."133  Rather  than  totally  rely  on 
this  sweeping  conclusion,  the  court  further  stated  in  dicta 
that  "if  there  were  a  case  in  which  a  hospital  would  be  an 
essential  facility,  [the  defendant]  would  not  be  that 
hospital.   Within  a  forty  mile  radius  of  [the  defendant- 
hospital],  there  are  eight  other  hospitals  at  which  Castelli 
potentially  could  practice."134  The  court,  therefore, 
undertook  some  economic  analysis  and  concluded  that  the 
presence  of  a  significant  number  of  competing  facilities 
negates  the  essential  facility  claim  presented. 


Exclusive  Durable  Medical  Equipment  Supply  Contracts  as 
Essential  Facilities 

The  one  type  of  essential  facility  claim  that  has  had 
some  success  relates  to  exclusive  contracts  and  referral 


132  702  F.  Supp.  1201  (W.D.  Pa.  1988),  aff 'd.  872  F.2d 
411  (3d  Cir.  1989) . 

133  Id.  at  1209. 

134  Id. 
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relationships  that  hospitals  enter  with  suppliers  of  durable 
medical  equipment  and  supplies  (DME).135  Typical  situations 
include  a  hospital  entering  an  exclusive  contract  with  a 
single  supplier  of  DME  or  forming  a  joint  venture  for  this 
purpose.   Excluded  suppliers,  who  may  have  previously  sold 
their  products  or  services  to  the  hospital's  patients,  claim 
that  the  exclusive  contract  denies  them  access  to  an 
essential  facility  (i.e.,  the  market  for  DME  to  the 
hospital's  patients).   Hospitals  counter  that  exclusive 
contracts  are  justifiable  business  arrangements  that 
increase  administrative  convenience,  reduce  consumer 
confusion,  and  have  little  or  no  anticompetitive 
consequences . 

The  court  in  Advanced  Health-Care  Serv.  v.  Radford  Com. 
Hosp.  ,136  was  one  of  the  first  to  recognize  a  DME  essential 
facility  claim.   AHCS,  a  provider  of  DME,  claimed  that  three 
acute  care  hospitals  entered  exclusive  marketing 
arrangements  with  a  competing  DME  supplier  in  return  for  a 
financial  stake  in  DME  sales.137  AHCS  claimed  that  two  of 


135  The  primary  cases  are  Advanced  Health-Care  Serv.  v. 
Radford  Com.  Hosp.,  910  F.2d  139  (4th  Cir.  1990),  and  Key 
Enterprises  of  Delaware,  Inc.  v.  Venice  Hosp.,  919  F.2d  1550 
(11th  Cir.  1990),  reh'a  granted  and  vacated  979  F.2d  806  (11th 
Cir.  1992)  ;  see  also  M  &  M  Medical  Supplies  &  Service  v. 
Pleasant  Valley  Hosp.,  1992-2  Trade  Cases  1  70,059  (4th  Cir. 
1992)  (en  banc)  (not  directly  addressing  essential  facility 
claim) . 

136  910    F.2d    139    (4th   Cir.    1990). 

137  Id.    at    142. 
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the  exclusive  contracts  violated  the  essential  facility 
doctrine.   The  trial  court,  however,  dismissed  AHCS'  claim. 

AHCS  asserted  that  the  essential  facility  was  continued 
access  to  the  hospitals'  patients  for  the  purpose  of  selling 
DME.   AHCS  alleged  that  such  access  could  not  be  duplicated 
and  that  the  hospitals  could  feasibly  return  to  their  prior 
practice  of  providing  AHCS  and  others  access  to  their 
patients.138  AHCS  further  claimed  that  the  hospitals  could 
leverage  their  monopoly  power  in  the  provision  of  acute  care 
hospital  services  into  the  retail  provision  of  DME  to 
discharged  patients.   AHCS  contended  that  all  DME  dealers 
had  egual  ability  to  provide  their  services  to  patients, 
physicians,  and  discharged  personnel  before  the  hospital 
entered  into  exclusive  contracts. 

The  appellate  court  held  that  AHCS  had  met  all  the 
elements  of  an  essential  facility  claim.   The  court's 
decision  hinged  on  its  conclusion  that  the  hospitals' 
financial  stakes  in  the  sale  of  DME  raised  a  factual  issue 
whether  the  hospitals  were  competitors  with  AHCS.139  The 
court  therefore  remanded  to  allow  AHCS  to  proceed  with  its 
essential  facility  claims.   The  importance  of  the  court's 
decision  was  that  it  recognized  the  doctrine's  application 
to  exclusive  DME  contracts  and  provided  excluded  DME 
providers  with  a  recognized  cause  of  action. 


138  Id.  at  150-51. 

139  Id. 
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Essential  facility  claims  arise  where  hospitals 
vertically  integrate  into  the  provision  of  DME  or  enter 
joint  ventures  for  the  same  purpose.140  For  example,  in  Key 
Enterprises  of  Delaware.  Inc.  v.  Venice  Hosp..141  an 
excluded  supplier  of  DME  successfully  asserted  antitrust 
claims  against  a  hospital  that  had  formed  a  joint  venture 
with  a  competing  DME  company.   In  reinstating  a  verdict  for 
the  plaintiff,  the  appellate  court  held  that  sufficient 
evidence  supported  the  jury's  conclusion  that  the  actions  of 
the  hospital  and  its  DME  joint  venturer  were  an  illegal 
conspiracy  to  monopolize  the  DME  market  in  Venice,  Florida, 
and  impermissible  monopoly  leveraging.   The  court  held  that 
the  plaintiff  had  presented  sufficient  evidence  that  the 
hospital  had  monopoly  power  in  the  acute  care  market  in  the 
relevant  geographic  market.142  The  plaintiff's  expert  had 
also  concluded  that  the  hospital  was  an  essential  facility 
in  terms  of  DME  referrals  (such  "captive  referrals"  amounted 
to  about  85%  of  all  referrals  from  the  hospital  and  more 
than  46%  of  the  entire  DME  market).143 


140  See  also  M&M  Medical  Supplies  &  Services,  Inc.  v. 
Pleasant  Valley  Hosp.,  Inc.,  1992-2  Trade  Cases  5  70,059  (4th 
Cir.  1992)  ;  see  generally  Kopit,  Old  Wine  in  New  Bottles!  The 
Increased  Antitrust  Risk  of  Hospital  Diversification,  26  Wake 
Forest  L.  Rev.  601  (1991)  (arguing  against  application  of  the 
essential  facility  doctrine  to  DME  diversification) . 

141  919  F.2d  1550  (llth  Cir.  1990),  reh'q  granted  and 
vacated  979  F.2d  806  (llth  Cir.  1992)  (rehearing  en  banc). 

142  Id.  at  1553. 

143  Id. 
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The  court  addressed  the  essential  facility  issue  and 
discussed  certain  aspects  of  the  economics  of  vertical 
integration.   The  court  pointed  out  that  when  hospitals 
vertically  integrate  into  DME  sales  they  can  create  barriers 
to  entry  by  independent  DME  suppliers.   The  barrier  can 
arise  because  excluded  DME  suppliers  may  not  be  able  to 
enter  the  market  without  the  referral  source  the  hospital 
controls.   On  the  other  hand,  the  court  recognized  that 
hospitals  are  entitled  to  vertically  integrate  simply  "to 
reap  the  rewards  of  integration." 

The  appellate  court  noted  that  it  was  for  the  jury  to 
decide  —  not  the  trial  court  —  whether  the  hospital  had 
entered  the  DME  joint  venture  simply  to  benefit  from 
contractual  vertical  integration,  or  to  create  or  maintain  a 
monopoly  on  its  DME  referral  source.   For  this  reason,  it 
was  improper  for  the  trial  court  to  supplant  the  jury's 
judgment  on  this  issue.144  The  appellate  court  therefore 
reinstated  the  jury's  verdict.   The  Eleventh  Circuit  is 
currently  considering  the  case  en  banc. 

The  application  of  the  essential  facility  doctrine  to 
joint  ventures  and  vertical  integration  by  hospitals  into 
DME  markets  involves  competing  economic  considerations. 
Hospitals  have  legitimate  reasons  to  vertically  integrate 
into  DME  to  accrue  the  benefits  of  such  integration.   These 
benefits,  however,  must  be  weighed  against  the  possibility 

144  Id.  at  1567. 
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that  hospitals  are  maintaining  their  dominance  over  their 
own  captive  referral  markets  and  thereby  reducing 
competition  and  consumer  welfare.   Whether  DME  referrals 
constitute  an  "essential"  facility  or  a  "bottleneck"  depends 
in  large  measure  on  whether  alternatives  exist  and  whether 
DME  suppliers  can  survive  without  access. 

Conclusion 

Federal  courts  throughout  the  country  have  adopted  the 
essential  facility  doctrine  despite  the  lack  of  a  consensus 
regarding  the  validity  of  the  doctrine's  legal  and  economic 
underpinnings.   No  economic  theory  explains  the  doctrine. 
Economic  concepts  such  as  the  theory  of  natural  monopoly  and 
vertical  integration,  however,  provide  useful  analytical 
tools  for  identifying  situations  where  a  denial  of  access  to 
a  purportedly  "essential  facility"  can  harm  long-run 
economic  competition.   In  general,  courts  have  not 
explicitly  used  these  economic  tools  in  applying  the 
doctrine. 

In  the  health  care  industry,  the  essential  facility 
doctrine  has  become  a  potential  weapon  for  health  care 
professionals,  service  providers,  and  medical  eguipment 
distributors  to  access  allegedly  essential  facilities  such 
as  hospitals  and  medical  buildings.   Courts  have  generally 
not  ruled  favorably  for  such  plaintiffs  in  part  because  of 
the  failure  of  the  plaintiffs  to  demonstrate  that  denial  of 
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access  has  injured  competition.   Consequently,  although 
courts  have  typically  not  used  the  economic  concepts 
discussed  in  this  essay,  the  outcomes  of  the  cases  discussed 
have  been  consistent  with  the  premise  that  few  truly 
"essential"  facilities  currently  exist  in  the  health  care 
industry. 
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